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Gas Utility Accounting 


by Porter THompson, A.B., M.B.A. 
Department of Business, Los Angeles Junior College 
Formerly with Accounting Department 
Los Angeles Gas and Electric Corporation 


Tuis is the first book ever written on this subject. Every accountant or student 
of accountancy, anyone, in fact, who has any interest in the utility industry in 
any way should have a copy of this book. 


Could be used effectively as a text, or supplementary text, in courses in public 
utility accounting, accounting systems, or advanced accounting. 


Chapters discuss the nature of gas utilities and their accounting problems; de- 
partmental organization of an operating gas utility; State regulation of gas 
utilities and uniform classification of accounts; accounting books and records; 
accounting for fixed assets; accounting for accounts receivable; accounting for 
materials and supplies; accounting for sinking funds and miscellaneous assets; 
accounting for long term debt; accounting for current and accrued liabilities; 
accounting for reserves, capital stock, and surplus; income accounting; expense 
accounting ; future accounting for gas utilities. 


135 Pages 23 Plates  Cloth-bound Price: $2.00 


Edwards Brothers, Inc. 
Dept. R Ann Arzor, MICHIGAN 
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Optical Illusion 


The length of the upper horizontal line above appears, of course, to be greater than 
it really is. And the length of the lower line appears to be smaller than it really 


is. But appearances are here, as often elsewhere, deceptive. Indeed, here they con- 
stitute an optical illusion. 


There is, however, another kind of optical illusion, the illusion that many of the 
figures on balance sheets and income statements are greater or smaller than 
they really are—often much greater or smaller. Among such figures, moreover, 
are usually the most important ones, such as surplus and net income. 


This second kind of optical illusion must be attributed largely to Traditional Ac- 
counting. One main reason is that Traditional Accounting rests on the theoretical 
assumption that every dollar is always the same as every other. Unfortunately, 
though, the dollar, or any other monetary unit now in use, fluctuates in size 
as its purchasing power fluctuates. 


The means of correcting the accounting errors that are caused by the unstable 
dollar are thoroughly explained in 


STABILIZED ACCOUNTING 


By Henry W. Sweeney, Pu.D., C.P.A. 
Foreword by Roy B. Kester, Ph.D., C.P.A. 


Stabilized Accounting, by a simple process of converting dissimilar-dollar amounts 
into current-purchasing-power equivalents, makes balance sheets and income 
statements more accurate and more complete. Thus it makes Accounting more 
reliable, more helpful,—and more valuable. 


Clearly and simply written and amply illustrated, this book is indispensable for 
instruction in advanced accounting principles, auditing, and interpretation of ac- 
counts. 


Send for a copy on approval. Price $3.00 
(Accredited university teachers are allowed a 20% discount) 


HARPER & BROTHERS 
49 East 33rd Street New York, N.Y. 
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ACCOUNTING 


BY C. H. PORTER AND W. P. FISKE 


Massachusetts Institute of Technology 


“In the past thirty-odd years, I have had occasion to read 
many books on accounting, auditing, and kindred subjects; 
and I would like you to know that I consider your work, 
ACCOUNTING, one of the best, if not the best, that I have 


come across. 
Praise from 

an outstanding “Out of all the literature pertaining to accounting, your 
accountant volume stands out as pre-eminate, and it is indeed a pleasure 


to have presented such clear-cut, concise statements as con- 
tained therein.” 


HENRY HOLT & CO. 


A text which stresses the interpretation and use 
New York of accounting data $3.75 


ESSENTIALS OF ACCOUNTING 


By ARTHUR CARYL KELLEY, M.A., C.P.A., Associate Professor, Department 
of Commerce, San Jose State College, San Jose, Calif.; formerly, Corporation Income 
Tax Auditor, Treasury Department, Washington, D.C.; Internal Revenue Agent, 


Chicago, Ill. 424 pages $3.00 
Three Workbooks, one for each Part Each $0.80 
Complete Set of Three Workbooks $2.00 Key $2.00 


HIs first year college course affords a thorough grasp of the fundamental relation- 

ships and value of accounting together with the technique of the subject. Modern 
in illustration and content, it is presented by means of the balance sheet—equation 
method. Special attention to the corporation and to budgeting. The student is im- 
pressed with the importance of knowing how to apply the principles in more than 
one way. 


The working papers in the Workbooks with their problems and sets of forms 
provide valuable training in accounting practice. 


AMERICAN BOOK COMPANY 
New York Cincinnati Chicago Boston Atlanta Dallas San Francisco 
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An Important New Textbook 


ACCOUNTING FUNDAMENTALS 


By Georce A. MAcFaranp, Professor of Accounting, Wharton School 
of Finance and Commerce, University of Pennsylvania, and Rosert D. 
Ayars, Professor of Accounting, School of Business Administration, 
University of Pittsburgh, McGraw-Hill Accounting Series. 667 pages, 


$4.00. 


Following the orthodox balance sheet 
approach, this new book is designed to 
meet the needs of the laboratory or non- 
laboratory, full year, elementary course. 
The book is the result of many years of 
teaching experience of its authors, and 
reflects their measured judgment with re- 
spect to choice of topics, order of presenta- 
tion, methods, questions and problems for 
an elementary textbook. 


The use of accounting data is empha- 
sized; unnecessary duplication is avoided. 
The chapters succeed each other in logical 
order and are tied together to give both 
unity and clarity to the text. Each chapter 
contains necessary definitions, clear ex- 
planations, and complete _ illustrations. 
Abundant question and problem material is 
included. There are also available five prac- 
tice sets, offering choices of additional 
laboratory or home assignments. These 
forms will be available for the student; 
solutions to problems and practice sets will 
be available for the instructor. 


Why Accounting Fundamentals in page 
proof was chosen, in competition with 
several other leading textbooks, by the 


University of Washington. In September 
Professor Donald Mackenzie wrote: 


“The text, Accounting Fundamentals, 
was adopted at the University of Wash- 
ington because: 


1. We liked the viewpoint of the early chapters, 
which stressed the breadth of the field of ac- 
counting and its relationships. 


2. We liked the emphasis on the underlying prin- 
ciples, some of which are omitted in other 
texts, rather than specific techniques. At the 
same time, Accounting Fundamentals, does 
not ignore these techniques, but introduces 
them in relationship to the fundamental prin- 
ciples. 


3. We liked the excellent balance maintained be- 
tween the various topics. The amount of space 
devoted to each topic is just right for the 
beginner. 

“In short, we think that our course built 

around this text will give the student a 

very fine training in the elements of ac- 

counting, omitting nothing that is gener- 
ally covered, yet adding to the breadth of 
viewpoint, and so enabling us to make ele- 

mentary accounting what it really is, a 

course that provides not only a knowledge 

of accounting, but an excellent training in 
the logic of accounting.” 


Send for a copy on approval 


McGRAW-HILL BOOK COMPANY, INC. 


New York, N.Y. 


330 West 42nd Street 


“I have examined this book carefully and find that it is 
the best text book now available on Governmental Account- 
ing. It is excellently written and contains an especially good 
set of problems. It should have a wide sale in those institu- 
tions which give a course in this subject.” 


—PROFESSOR OSCAR S. NELSON 
Wharton School of Finance and Com- 
merce, University of Pennsylvania 


€ 
INTRODUCTION TO 
GOVERNMENTAL ACCOUNTING 


By LLOYD MOREY 


Professor of Accountancy and Comptroller 
University of Illinois 


Second Edition August 1936 


This present edition takes account of the important movements which have taken place since the pub- 
lication of the first edition, particularly the work of the National Committee on Municipal Accounting. 
The principles and terminology recommended by this committee have been followed by the author 
in his revision. 


The new work contains a more extended and comprehensive discussion of principles and applies the 
latest developments in the field to the procedure described in the book. A complete new chapter on 
accounting for publicly-owned utilities is included. All problems have been carefully revised and new 
problems added, including one continuous problem for use through an entire term of instruction. 
The book constitutes a compact but comprehensive treatment of the underlying principles of accounting 
for all public bodies. Among the subjects treated are: the meaning and use of funds, the scope and 
operations of the budget, accounting and reporting of revenues and expenditures, and forms of financial 
statements for both internal use and publication. The book is designed particularly for use in the 
classroom. 


CONTENTS: Introduction; Funds; Expendable Revenue Funds; The Budget; Budgetary Accounts; 
Revenues; Cash Receipts; Expenditures; Disbursements—Accounts of the Treasury; Revenue Funds 
and the Fiscal Period; Bond Funds; Special Assessment Funds; Trust and Agency Funds; Working 
Capital Funds—Stores; Working Capital Funds—Job Accounts; Utility Funds; Sinking Funds; 
Property Accounts; Fixed Assets and Liabilities; The Governmental Balance Sheet; Financial Reports; 
Problems; References on Governmental Accounting; Index; Forms; Illustrations; Statements. 


318 pages 6x9 $3.50 
JOHN WILEY & SONS, INC., 440 Fourth Ave., NEW YORK 
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Adoptions tell an important part of the story 
Husband and Thomas 


Principles of Accounting 


x + 801 pages. $4.00 
Practice Set No. 1 $1.00 Practice Set No. 2 $1.00 


Among the colleges that have adopted the book are: 


American Institute of Banking, Yale University 
Minnesota Wayne University 
Georgia Evening Schools University of Michigan 
Brown University University of Minnesota 
Pembroke College University of Virginia 
Cornell University Ohio Wesleyan University 
Catholic University Lewis Institute 
Albion College Michigan State College 
University of Maryland Monmouth College 
The Citadel Carnegie Institute of Technology 
Denison University St. John’s University 
Friends University S.N.S. Emporia, Kansas 
Illinois University Susquehanna University 
Junior College of Conn. Tulane University 
Kansas State College Tuskegee Institute 
Oglethorpe University University of Buffalo 
Colby College University of Alberta 
Bridgeport Junior College Bucknell University 
Knox College University of Kansas 
Lawrence College Washburn College 


Houghton Mifflin Company 


Boston New York Chicago Atlanta Dallas San Francisco 


FEDERAL TAX ACCOUNTING 


ABREAST OF NEW LAWS AND REGULATIONS 


NOW IN THE NINTH EDITION 


The material in the book is 
divided into eight general di- 
visions, as follows: 


1. The Income Tax 

2. The Capital Stock Tax 
3. The Excess Profits Tax 
4. The Estate Tax 

5. The Gift Tax 

6. Excise Taxes 

7. Social Security Taxes 
8. The “Windfall” Tax 


By 
J. F. SHerwoop, C.P.A. 
The text material is published in loose-leaf form and is as- 
sembled in a loose-leaf binder. The course is kept up to date 
each year. The plan of presentation includes (a) a discus- 
sion of laws, regulations, and decisions; (b) illustrative 
cases; (c) model returns; (d) questions and problems; 
(e) an optional workbook with special forms and stationery. 
College instructors of tax accounting are welcome to a sam- 


ple. An instructors’ manual is furnished to each customer. 


SOUTH-WESTERN PUBLISHING CO. 
(Specialists in Business Education) 
Cincinnati New York Chicago San Francisco 


An 
| 
ae 


An Authoritative V olume 
for Accountants — Public Officials —Teachers 


MUNICIPAL 
ACCOUNTING 
STATEMENTS 


N The complete financial and statistical report of a municipality is 
a exhibited and explained in this book. It is an authoritative produc- 
tion resulting from two year’s work by representatives of the lead- 
ing national professional accounting societies and national groups of 
public officials. 


The text outlines the principles involved in preparing a report, describes the op- 
eration of each fund, illustrates the statements for each type of fund, has a re- 
lated set of figures running through the statements, explains the account titles 
used in the statements and includes a revised edition of MUNICIPAL AC- 
COUNTING TERMINOLOGY. 


Many accountants and public officials have already used this book as a basis for 
the preparation of their reports. State officials advocate its use. Teachers find it 
ate valuable. 


The Committee will also be glad to suggest practical materials to illustrate munici- 
pal accounting courses and will supply extensive bibliographies and references. 


- 164 pages; 58 forms Cloth bound ; $2.00 
Vv 


ive Other Publications of the Committee 
SUGGESTED PROCEDURE FOR A DETAILED MUNICIPAL AUDIT 


Outlines the steps to be taken in making a municipal audit and entering into the 
contract. $1.00 


MUNICIPAL FUNDS AND THEIR BALANCE SHEETS 


Ty. Partially reprinted and revised in MUNICIPAL ACCOUNTING STATEMENTS 
but contains journal entries and is filled in with a related set of figures which 
make it valuable for teaching purposes. $1.00 


Either of these two publications will be furnished 
for 50 cents if ordered in conjunction with 
MUNICIPAL ACCOUNTING STATEMENTS. 


THE NATIONAL COMMITTEE ON MUNICIPAL ACCOUNTING 
850 East 58th Street Chicago, Illinois 
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A Midyear Review of 
DEPENDABLE TEXTBOOKS 


CONSTRUCTIVE ACCOUNTING 


In 32 clear, perfectly coordinated chapters, well supported by actual practice work, the 
the student is taught to reason in solving his accounting problems. He learns the prin- 


ciples through analysis . . . and the application through practice sets, problems, and 
theory work. 


FEDERAL INCOME TAX ACCOUNTING (1936 Law) 


Revised to comply with the latest changes in the law. Issued in looseleaf form to allow 
changes when new laws are enacted. Every point pertaining to the current Federal 
Revenue Act has been treated, making it an intensive course in income tax accounting. 


C.P.A. EXAMINATION COACHING COURSE (Revised 1936) 


Contains ample material for an intensive training in solving accounting problems, and 
in answering theory questions in advanced accounting. It provides a thorough review 
of auditing, business law, and the preparation of all standard forms of statements. Com- 
plete preparation for C.P.A., P.A., and American Institute examinations. 


OTHER WALTON PUBLICATIONS 


Apvancep Accountinc I (New) Cost AccoUNTING 
Apvancep AccounTinc II (Revised) OrFicE PROCEDURE AND PRACTICE 
MATHEMATICS OF ACCOUNTING AND Business Law SERIES 

FINANCE ELEMENTS OF Business LAW 


WALTON PUBLISHING COMPANY 


338 South Michigan Avenue, CHICAGO 


USE THE COUPON 


WALTON PUBLISHING COMPANY 
338 South Michigan Avenue, Chicago 


Send me for ninety days’ free examination the texts checked: 


) Constructive Accounting ) Cost Accounting 

( ) Federal Income Tax Accounting ( ) Office Procedure and Practice 

( )E ination Coaching Course ( ) Business Law Series 

(| ) Advanced Accounting I (New) ( ) Elements of Business Law 

( ) Advanced Accounting II (Revised) ( ) Mathematics of Accounting and Finance 
School 


TWO NEW BOOKS 


for your classes in auditing 


SECOND 
EDITION 


INVESTIGATIONS FOR 
FINANCING 


By David Himmelblau, B.A., B.B.A., C.P.A. 


Professor of Accounting, Northwestern University 


HIs work is a thoroughgoing revision of 
Himmelblau’s unique, successful text— 
“Auditing Investigations.” For use by advanced 
students interested in the practical application 
of auditing where securities are to be sold to the 
public or to private investors, it represents an 
unusual and worthwhile teaching development. 
It re-examines the annual audit procedure 
which would be involved and shows wherein the 
investigation omits from or adds to that pro- 
cedure. This plan affords excellent opportunity 
to review, while going more fully into financial 
and industrial problems. 

Up-to-the-minute features include: new method 
of making journal entries which overcomes 
students’ difficulties with adjustments; increased 
emphasis on distinctions between actual and 
pro-forma earnings; expanded treatment of topics 


SECOND EDITION 


Oo" of the series of textbooks of the “Com- 
plete Accounting Course” edited by David 
Himmelblau. Presented in fifteen very complete 
lecture assignments which follow a distinctive 
method made famous by Northwestern Univer- 
sity in its accounting texts and now adopted by 
scores of institutions. 


auxiliary to financial and accounting analysis. 
Throughout, explanations have been enlarged, 
and there is a wider variety of problems and 
questions. Correlated working papers provide 
illustrations of rocedure, and practice in the 
preparation of all required exhibits, reports, etc. 


Price $6.00 


AUDITING PRACTICE SET 


By Paul E. Bacas, C.P.A. 


Instructor in Accounting, New York University 


TT. successful practice set for college classes 
has been tested and refined by years of teach- 
ing experience. 

It is so arranged that work usually entrusted to 
the junior accountant is outlined in the early 
lessons, followed by the tasks usually entrusted 
to the senior accountant. It offers a unique com- 
bination of text and drill work which can be 
used effectively with any auditing textbook. 

Trains student in “mechanics” of an audit, 
giving sufficient material relative to each opera- 
tion to illustrate what might be done when audi- 
tor is confronted with certain problems. 

The student follows through the actual work 


performed in a balance sheet audit of a small 
concern. He prepares working papers or notes 
from books of account, and completes the audit 
through the translation of the notes and the in- 
formation received into adjustments or into sug- 
gestions, etc., to the management through the 
report. Sufficient verification of details is given 
to illustrate nature of work in a detailed audit. 

Ruled sheets, consisting of memorandum, jour- 
nal, and analysis paper are included in the set. 
(Teachers’ manual available.) 


Price $2.75 


Send for examination copies of either of these books. 


‘HE RONALD PRESS COMPANY , 
5E. 26th Street 


PUBLISHERS New York,N. Y. 
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46 Finney’s 

INTRODUCTION TO 
AY PRINCIPLES OF 


ACCOUNTING 


By H. A. FINNEY 


Professor of Accounting, Northwestern Uni- 
versity; Member of the Firm of Baumann, 
Finney & Co., Certified Public Accountants. 


This well-known text has appeared recently in a revised edition. The features 
that have made the original edition so popular have been retained. 
AND, in addition— 

The chapters have been revised or completely re-written 

The chapter sequence has been changed in a few instances 

New assignment material has been provided. 


30 Chapters 
629 pp., 6 x 9, List $4.00 


- - For the REVISED EDITION - - 


(now available) 
A new Practice Set—called LABORATORY MATERIAL 


Laboratory material (chapters of the text: 1-30) Complete 
it separately: chapter 1-15, $1.25; chapters 
16-30, $1.25. 


A new Teacher's Manual containing ANSWERS to questions and SOLUTIONS 
to problems—available, free of cost, to teachers who adopt the text. 


If you teach introductory accounting, send TODAY for an 
examination copy of the revised text. 


Published by 


Prentice-Hall, ine. 


20 Fifth Avenue, New York, 1. ¥. 
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THE LAW OF GOODWILL 


GABRIEL A. D. PREINREICH 


HE BASIC LEVELS of thought which 
have guided jurists in their formula- 
tion of the legal concept of goodwill 
are the same as those along which economic 
analysis has developed. According to the 
exigencies of the cases before them, the 
courts have paid attention in turn to con- 
sumer-psychology, to the factors which pro- 
duce goodwill, and to the value which may 
be placed upon it in terms of money, as well 
as to the safeguarding of the benefits con- 
ferred by goodwill in order to permit its 
peaceful possession and transfer. 

Attempts to define goodwill and list its 
principal characteristics disclosed, first of all, 
that it has no independent existence of its 
own. Early opinions, therefore, are con- 
cerned more with what goodwill attaches to 
than with what it consists of. It originally 
appeared in the form of the rental value of 
land and its earliest known mention occurs 
in conjunction with land in 1571 (Wills & 
Ind. N.C. Surtees 1835, p. 352): “I gyve to 
John Stephen ...my whole interest and 
good will of my Quarrel” (i.e. quarry).! 


LOCAL GOODWILL 

The oldest known decision on goodwill is 
said to be Broad v. Jollyfe, 1620 (Cro. Jac. 
596; Noy 98). It concerns the validity of a 
promise by a mercer not to keep shop in 
Newport, in the Isle of Wight, in considera- 
tion of the plaintiff’s purchasing his stock 
at prime cost. The court held the promise 
to be good, remarking that “it is but the 
selling of his custom and leaving another to 
gain it.” 


1Cf. P. D. Leake: Commercial Goodwill, Sir Isaac 
Pitman & Sons, Ltd., London, 1921. 


Far better known is the case of Crutwell 
v. Lye, 1810 (17 Ves. Jr. 335), in which the 
sale of the goodwill of a country waggoner 
was in litigation, causing Lord Chancellor 
Eldon to formulate his famous definition 
that goodwill “is nothing more than the 
probability that the old customers will re- 
turn to the old place.” Lord Langdale ex- 
pressed the same view, when he said in 
England v. Downs, 1842 (6 Beav. 269): “It 
is the chance or probability that custom will 
be had at a certain place of business, in con- 
sequence of the way in which that business 
has been carried on.”’ And in Austen v. Boys, 
1858 (27 L.J.Ch. 714), it was held that, 
“When a trade is established in a particular 
place, the goodwill of that trade means 
nothing more than the sum of money any 
person would be willing to give for the 
chance of being able to keep the trade con- 
nected with the place where it has been 
carried on.” 

The basic idea was put forward even more 
bluntly in Comm. of Inland Rev. v. Glasgow, 
etc. Railway, 1867 (L.R. 12 A.C. 315): 
“|. . in strictness, the thing which is to be 
ascertained is the price of the land.” How- 
ever, “if by reason of the rise in the value 
of property in the neighbourhood the sale- 
able value of the business has increased, 
that is a favorable chance which has befallen 
the tenant” of a public house who was en- 
titled by agreement to receive, upon ter- 
mination of his lease, a sum equalling the 
value of the goodwill (Lewellyn v. Rutherford, 
L.R. 10. C.P. 456-7). In Musselman and 
Clarkson’s Appeal, 1869 (62 Pa.St. 81) the 
court held that goodwill “attaches to and 
enhances the value of reality and the value 
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of it is realized in renting or selling that.” 
And it is affirmed in Elliott’s Appeal (62 Pa. 
St. 161) that goodwill is purely local in 
character and tends to pass with the land 
to the purchaser or lessee. Among other cases 
may be mentioned Rawson v. Pratt, 1883 
(91 Ind. 9), which practically repeats the 
statements made in Austen v. Boys above, 
and Cottrell v. Babcock Printing Press Mfg. 
Co., 1886 (54 Conn. 122), where goodwill was 
found confined to a particular stand. The 
case of George v. Coal Co. (83 Tenn. 458) 
refers to a monopoly of location through ex- 
clusive contracts for the establishment of 
company stores in lumbering and mining 
camps. 

Attempts at more formal definitions of 
goodwill are made in Metropolitan Bank v. 
St. Louis Dispatch Co. (36 Fed. 722): “It is 
intangible property which, in the nature of 
things, can have no existence apart from a 
business of some sort that has been estab- 
lished and carried on at a particular place.” 
Also in Vonderbank v. Smith (44 La. Ann. 
276): “Goodwill is the favor which the man- 
agement of a business wins from the public 
and the probability that all customers will 
continue their patronage. It is the general 
public patronage and encouragement which 
a business receives from its customers on 
account of its local position; that is the sub- 
ject of value and price and of bargain and 
sale, though intangible.” In this definition 
the patronage concept is dominant, although 
its dependence upon location is still men- 
tioned. 


PATRONAGE AND TRADE CONNECTION 


In general it may be said that the em- 
phasis upon the local aspect of goodwill has 
declined gradually, although there has been 
considerable overlapping of views in point 
of time. It appears that a decision rendered 
as early as 1743 uses the land concept only 
by way of analogy. The children of a de- 
ceased newspaper printer and publisher de- 
manded their share of the business from his 
widow and executrix and the claim was 
allowed by Lord Hardwicke, who said: 
“Suppose the house were a house of great 
trade, she must account for the goodwill of 


it’’ (Giblett v. Reade, 9 Mod. 459). It is not 
clear whether the premises were owned by 
the estate or not. In 1817 it was likewise de- 
cided that “the very circumstance of sole 
ownership gives...an advantage beyond 
the actual value of the property and which 
may be pointed out as a distinct benefit es- 
sentially connected with sole ownership”, 
rather than with location alone (Kenney ». 
Lee, 3 Mer. 441). 

Almost sixty years later, Sir John Romilly, 
Master of the Rolls, cautiously decided that 
goodwill “‘seems to be that species of connec- 
tion in trade, which induces customers to 
deal with a particular firm” (Wedderburn », 
Wedderburn, 1855. 22 Beav. 84). The case 
of Crawshay v. Collins (15 Ves. Jr. 224) 
affirms that this connection consists of the 
disposition, confidence and faith of custom- 
ers. And “‘it is the formation of the connec- 
tion which has made the value of the thing 
which the late firm sold and they really had 
nothing else to sell in the shape of goodwill. 
Is it to be supposed that they did not sell 
that personal connection when they sold the 
trade or business and the goodwill thereof?” 
(Ginest v. Cooper, 1880. L.R. 14. Ch. Div. 
600). In the leading case of Trego v. Hunt, 
1886 (A.C. 7; 12 T.L. 80) Lord Macnaghten 
defined goodwill as “the whole advantage, 
whatever it may be, of the reputation and 
connection of the firm, which may have been 
built up by years of honest work, or gained 
by the lavish expenditure of money.”’ The 
facts upon which this definition is based 
were that Trego took Hunt into partnership 
with the understanding that the latter would 
not thereby obtain any interest in the good- 
will of the firm. Upon Trego’s death, his 
widow commissioned Hunt to carry on for 
seven years. When this term drew to a close, 
Hunt employed a clerk to copy the names 
and addresses of all customers. Held, that 
Hunt may properly be restrained from 
“either personally or through his partners, 
servants or agents, applying privately, by 
letter or personally or by a traveller, to any 
person who was prior to the date of the sale 
a customer of the old firm, asking such cus- 
tomer to continue after the sale to deal with 
him and not to deal with the purchaser” who 
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had acquired the goodwill from the widow. 

A number of comparatively recent Ameri- 
can decisions contain definitions of goodwill 
much in the same vein. For example in 
Rowell v. Rowell, 1904 (122 Wis. 1) it is 
called ‘‘a beaten pathway from the seller to 
the buyer” and in Dodge Stationery Co. v. 
Dodge, 1904 (101 Wash. 383) ‘‘a well-founded 
expectation of public patronage.” In Chitten- 
den v. Whitbeck (50 Mich. 401) the point is 
emphasized that “the favor which the man- 
agement has won from the public and the 
probability that the old eustomers will con- 
tinue their patronage’”’is not transferred by 
a mere sale of the premises, because trust, 
confidence and esteem may be attached to 
some other material object. 


GOODWILL ATTACHED TO 
STOCK-IN-TRADE 


The goodwill of a vendor of victuals was 
held to be an incident of the stock and 
license, but not of the premises in Geo. Fox 
Co. v. Glynn, 1906 (191 Mass. 349) and in 
the two earlier cases of Cruess v. Fessler, 
1870 (39 Cal. 336) and Herford v. Cramer, 
1884 (7 Col. 485). The last two decisions 
overruled the defendants’ claims that they 
had not sold the goodwill because the stock 
alone was worth the full amount paid by the 
purchasers. 


COMPREHENSIVE DEFINITIONS 
OF GOODWILL 


The firm name as an element of goodwill 
is first mentioned in Churton v. Douglas, 
1859 (1 Johnson 174), when Vice Chancellor 
Wood gave the following definition: 


Goodwill must mean every advantage that 
has been acquired by the old firm, whether con- 
nected with the premises in which the business 
was previously carried on, or with the name of 
the firm, or with any other matter carrying with 
it the benefit of the business. 


Lord Lindley in Comm. of Inland Rev. v. 
Muller & Co.’s Margarine, 1901 (A.C. 217) 
was still more explicit: 


Goodwill regarded as property has no meaning, 
except in connection with some trade, business or 
calling. In that connection I understand the word 


to include whatever adds value to a business by 
reason of situation, name, reputation, connection, 
introduction to old customers and agreed absence 
from competition or any of these things, and there 
may be others which do not occur to me. 


Judge Story’s definition is also frequently 
quoted: 


The advantage or benefit which is acquired by 
an establishment beyond the mere value of the 
capital, stock, funds or property employed therein 
in consequence of the general public patronage 
and encouragement which it receives from con- 
stant or habitual customers on account of its 
local position, or common celebrity, or reputation 
for skill, or affluence, or punctuality, or from 
other accidental circumstances or necessities, or 
even from partialities or prejudices.” 


The foregoing definitions show that there 
are many forms of goodwill besides that 
which is attributable to a definite location. 
Nevertheless, all these forms originally arose 
from personal efforts or qualities and now 
differ only to the extent to which it is pos- 
sible to separate them from persons and 
attach them to a tangible object or visible 
sign which may be transferred. The study 
of goodwill, in this sense, is a study of the 
ways and means of making it transferable. 


PERSONAL GOODWILL 


Purely personal goodwill has often been 
denied recognition merely because it was 
thought to be entirely untransferable. Thus 
it was held in Austen v. Boys* that “the term 
goodwill seems wholly inapplicable to the 
business of a solicitor.” Similarly in Bain v. 
Munro (5 Rettie 422): “...in a business 
of a professional nature the goodwill is of 
so intangible a nature as to be impossible 
of transference and not of appreciable 
value.” And in an American case: “The 
practice of a physician is a thing so purely 
personal, depending so absolutely on his 
personal skill and ability, that when he 
ceases to exist it necessarily ceases also, and 
after his death can have neither an intrinsic 
nor a market value” (Mandeville v. Harman, 
1886. 42 N.J. Eq. 185). 


2 Story on Partnerships, §99. 
3 Supra, p. 317. 
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That portion of professional goodwill 
which is transferable has been defined by 
Sir George Jessel in May v. Thompson, 1882 
(L.R. 20. Ch.D. 705): “What is the mean- 
ing of selling a medical practice? It is the 
selling of the introduction of the patients of 
the doctor who sells to the doctor who buys. 
He has nothing to sell except the intro- 
duction.” In an earlier case such an intro- 
duction was mentioned as constituting good- 
will when accompanied by a vendor’s cov- 
enant not to compete with the vendee: 
** .. very frequently the goodwill of a busi- 
ness or profession, without any interest in 
land connected with it is made the subject 
of the sale, though there is nothing tangible 
in it; it is merely advantage of the recom- 
mendation of the vendor to his connections 
and his agreeing to abstain from all competi- 
tion with the vendee” (Potter v. Commis- 
sioner, 1854. 10 Exch. Rep. 146). That even 
a posthumous introduction may be valu- 
able was held in Thomson v. Winnebago 
County, 1878 (48 Iowa 155), where a list of 
names and addresses found among the re- 
cords of a deceased land agent was ordered 
sold as an asset of his estate. Similarly the 
goodwill of a deceased dentist became a part 
of his estate in Morgan v. Schuyler (79 N.Y. 
490). 

“The goodwill of a commission merchant, 
originating with himself and carried on with- 
out capital for fifteen or twenty years, would 
seem rather to resemble that of a doctor or 
lawyer than that of a retail merchant” 
(Kremelberg v. Thompson, 87 N.J. Eq. 659). 
But in Davie v. Hodgson (25 Beav. 181) the 
goodwill of a commission merchant was de- 
clared valuable only if the vendor agreed 
not to carry on the same business. 

Even before the limited transferability of 
personal goodwill was generally recognized, 
some attention was given to its special char- 
acteristics in English and Scottish land tax 
cases. For instance, in Assessor for Lanark 
v. Selkirk (14 Rettie 579) the court ruled 
that to the extent to which goodwill was of a 
personal nature, it could not be included in 
the rates assessed. Another English deci- 
sion concerning personal goodwill is Cooper 
v. Metropolitan Board of Works, 1883 (25 


Ch.D. 472), which held that if goodwill 
depends on the skill of the seller, it is not 
transferred merely through the sale of the 
premises. An American case to the same 
effect is Smith v. Gibbs, 1862 (44 N.H. 335), 
holding that the sale of a business with its 
goodwill “does not include the popularity 
and personal qualities of the seller, which 
are not transferable.” 


VENDORS’ COVENANTS 


A promise by the seller that he will not 
compete with the purchaser derives its im- 
portance from the fact that most forms of 
goodwill are to a certain extent both local 
and personal. A number of cases already 
cited refer to vendors’ covenants, among 
them characteristically enough the oldest 
case on record, i.e. Broad v. Jollyfe An- 
other early decision holding such a promise 
valid is Mitchell v. Reynolds, 1711 (1 P. Wil- 
liams 181; I.S.L.C., 9th Ed., p. 480). In 
this case the plaintiff had taken over the 
defendant’s lease for five years of a bake 
house in the parish of St. Andrews, Holborn, 
the defendant binding himself not to exer- 
cise the trade of baker within that parish 
during that term. 

Where it is evident that goodwill is nothing 
but a personal connection established in a 
local area, it has been held that the vendor's 
covenant is the only valuable consideration 
involved in the sale, regardless of whether 
or not it has been expressly mentioned. A 
Massachusetts case in point is Angier v. 
Webber, 1867 (14 Allen 211), forbidding the 
seller of a teamster’s route to solicit custom 
along it, even though it was not claimed 
that the defendant had agreed to refrain 
from competition. Other decisions which 
protect the purchasers of newspaper or milk 
routes against the sellers are Senter v. Davis, 
1869 (38 Cal. 450), Tuttle v. Hannegan, 
1874 (54 N.Y. 686), Munsey v. Butterfield, 
1882 (183 Mass. 492) and Wenzel v. Barbin, 
1899 (189 Pa. St. 502). 

On the other hand, there are cases on 
record which permit competition by the 
seller. In Cottrell v. Babcock Printing Press 


4 Supra, p. 317. 
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Mfg. Co.' the decision that goodwill was 
confined to a particular news stand resulted 
in judgment for the defendant, who was al- 
lowed to compete and did in fact maintain 
his stand in the immediate vicinity. With 
respect to the trade of a Boston department 
store it was held in Basset v. Percival, 1862 
(5 Allen 345) that the custom or trade ap- 
pertained strictly to the place of business, 
which was surrounded by an area containing 
further inchoate patronage and potential 
goodwill separate from that already adhering 
to the store. The seller was, therefore, re- 
strained from soliciting his old customers, 
but permitted to set up another establish- 
ment near the first to compete for the po- 
tential custom which might still be attracted. 

Crutwell v. Lye,’ made famous by Lord 
Eldon’s definition of goodwill, also belongs 
in this category except for the fact that the 
goodwill was sold, not by the owner, but by 
his trustees in bankruptcy. It was therefore 
held that a bankrupt has no obligation to 
refrain from reengaging in the same business 
subsequent to his discharge. This privilege of 
a bankrupt is still recognized. 

The case of Myott v. Greer (90 N.E. Rep. 
895) is of interest because it concerns the 
assignment of the rights enjoyed under a 
vendor’s covenant, which provided that the 
seller may not compete for ten years within 
aradius of twenty miles. The plaintiff organ- 
ied a corporation, then dissolved it, and 
resumed the business individually under the 
original name of the defendant, who had in 
the meantime likewise reengaged in business 
in the same town. The complaint was re- 
jected on the ground that a resolution of the 
company’s board of directors reassigning 
the goodwill and covenant to the plaintiff 
was not binding upon the defendant and in- 
sufficient to give the plaintiff the right to 
maintain suit. 

The general principles governing restraint 
of trade by voluntary agreement were laid 
down as early as 1711 in Mitchell v. Rey- 
nolds.? Freedom of contract demands that 
such agreements be set aside as rarely as 


Supra, p. 318. 
® Supra, p. 317. 
7 Supra, p. 320. 
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possible because the owner of a business 
possesses the legal right to his custom and 
goodwill and may part with it under certain 
conditions. Contracts in partial restraint of 
trade are, therefore, beneficial to the com- 
munity, so long as the terms are reasonable, 
but limitations as to time and place are 
generally held essential. Unlimited restraint 
is contrary to public policy, not only be- 
cause it tends to deprive the seller of his 
livelihood and the state of the services of a 
useful citizen, but also because it tends to 
centralize control over industry and to create 
monopolies.® 


FIRM AND TRADE NAMES 


The name is a means of identifying the 
business to which goodwill attaches, and as 
such it is entitled to protection against un- 
authorized use. This principle is outlined in 
Levy v. Walker, 1879 (10 Ch.D. 436): 


A man has the right to say: “You must not 
use a name, whether fictitious or real; you must 
not use a description, whether true or not, which 
is intended to represent, or calculated to represent 
to the world that your business is my business, 
and so by fraudulent misstatement deprive me 
of the profits of the business which would other- 
wise have come to me.” That is the principle, and 
the sole principle, on which this court interferes. 


The firm name was first included in a defini- 
tion of goodwill by Vice Chancellor Wood.* 
In the United States, federal court decisions 
consider it an important element: 


“The goodwill of a business comprises those 
advantages which may inure to the purchaser 
from holding himself out to the public as suc- 
ceeding to an enterprise, which has been identi- 
fied in the name and repute of his predecessor” 
(Knoedler v. Boussod, 45 Fed. 465). “ . . . all that 
good disposition which customers entertain to- 
ward the house of business identified by the par- 
ticular name of the firm, and which induces them 
to continue giving their custom to it”’ (Washburn 
v. National Wall Paper Co., 1897 (81 Fed. 17). 


In Cooper v. Hood, 1858 (26 Beav. 293) it 
was held that the use of the name, the ven- 
dor’s covenant and the trade mark were all 


8 Cf. C. J. Foreman: Efficiency and Scarcity Profits, 
University of Chicago Press, 1930, pp. 124-26. 
® Supra, p. 319. 
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included in the goodwill of the enterprise. 
The sale of a periodical includes the sale of 
the right to use the old name or title (Brad- 
bury v. Dickens, 1859. 27 Beav. 53). But the 
name of a theatre attaches to and is trans- 
ferred with the premises (Booth v. Jarrett, 
1876. 52 How. Pr. 169). In the case of a 
deceased dentist the court mentioned sep- 
arately his goodwill and the name of his 
firm as assets of his estate,'® while in Slater 
v. Slater, 1903 (175 N.Y. 143) the name was 
said to be included in goodwill. 

With reference to trade names the decision 
in Brock v. Paine, 1912 (28 R.P.C. 697) de- 
serves mention: “The plaintiffs having for 
nearly fifty years applied the words ‘Crystal 
Palace’ to their goods, it was irrelevant to 
consider whether they had still got the right 
to give displays at the Crystal Palace. The 
words did not imply that they had and there- 
fore the plaintiffs are entitled to a perpetual 
injunction”’ restraining the defendants from 
using the same name, even though they had 
succeeded to the privilege of displaying fire- 
works there. 

In principle, a person can not be pre- 
vented from using his own name in business, 
even though another person having the same 
name is already established in the same field. 
Thus in Brinsmead v. Brinsmead (29 T.L.R. 
706 C.A.) it was held that “there being no 
evidence of dishonesty, the defendant could 
not be restrained.’ The courts will, however, 
carefully scrutinize the evidence to detect 
fraudulent intentions. For instance, when 
the brother of the original manufacturer of 
preparations known as “Holloway’s Pills 
and Ointments” opened an establishment 
only a few doors away and not only called 
his products by the same name, but also 
used similar pill boxes, pots, labels and 
wrappers, the petition for an injunction was 
granted (Holloway v. Holloway, 1850. 13 
Beav. 209). 

The legal protection accorded to firm or 
trade names is a step toward increasing the 
transferability of goodwill by attaching it, 


10 Morgan v. Schuyler, supra, p. 320. 

1 Cf. also McLean v. Fleming, 1877 (96 U. S. Rep. 
245), listing over a dozen specific points involved in the 
protection of trade names and trade marks. 


not to the person who originated it, but to. 


the organization with which he was origi- 
nally connected. 

The rule is also firmly established that a 
trade name may not be sold apart from 
the business which has built up the goodwill 
adhering to it. Thorniloe v. Hill, 1894 (1 Ch, 
569) illustrates this rule, the court having 
held that even if anything was assigned, it 
was merely the right to use the name John 
Forrest, London, unconnected with any 
business. This being a mere assignment in 
gross, was void. 

In the case of Geo. Fox Co. v. Glynn® the 
name, as well as certain distinct charac- 
teristics of the merchandise, was involved. 
The decision mentions that “it is important 
to everyone who has built up a valuable 
goodwill in that way” (7.e. through advertis- 
ing its name and through square and honest 
dealing) “to have it protected as his other 
property is protected.” The plaintiff was a 
well-known bakery and obtained protection 
against infringement for the particular kind 


of bread it produced, the loaves of which | 


were of a definite shape, size and quality. 


TITLES AND AWARDS 


The privilege of displaying coats of arms 
of the ruler or the princes of royal blood, 
accompanied by the title: “Purveyor to H. 
M. the King,” etc., is seldom mentioned 
nowadays as an element of goodwill, al- 
though in many countries it is still a dis- 
tinction in great demand, obtainable only 
with great difficulty or at great expense. The 
endorsement of other important personages 
in the public eye is also valuable on the 
the theory that their goodwill attracts the 
custom of the rank and file. 

Medals and certificates of merit awarded 
at expositions are often reproduced on 
labels, and more recently there has been a 
tendency to obtain the approval of profes- 
sional associations or bureaus of standards, 
such as the American Medical Association, 
the Good Housekeeping Institute, etc. All 
these forms of goodwill are protected by the 
courts against unfair practices. 


12 Supra, p. 319. 
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The Law of Goodwill 


TRADE MARKS 


Interesting excerpts from the history of 
trade names and trade marks have been 
assembled by Rogers.’ The identification of 
traders and their wares by means of symbols 
is a practice as old as trade itself. Regulation 
soon followed, capital punishment being in- 
flicted upon many occasions both for failing 
to mark goods and for marking them im- 
properly or with fraudulent intent. 

The modern law of trade marks has de- 
veloped from these ancient statutes and thus 
has an independent origin, since goodwill as 
a legal concept has not arisen until much 
later. For this reason trade marks are often 
considered a separate subject, although they 
are nothing more than one of the many 
forms in which personal goodwill manifests 
itself. The tendency to draw a distinction is 
apparent in Peltz v. Eichele, (62 Mo. 177): 


The goodwill of a business, as embodied in the 
firm name or in the labels used will be protected 
on principles analogous to those applied in cases 
of infringements of trade marks. It is true that a 
trade mark is held by some textbook writers and 
perhaps in some adjudicated cases, to be a part 
of the goodwill and necessarily included in the 
sale thereof. 


The principles of protection are outlined 
in Ransome v. Graham, 1882 (51 L.J.Ch. 897): 


A manufacturer who produces an article of 
merchandise which he announces as one of public 
utility, and who places upon it a mark by which 
it is distinguished from all other articles of a 
similar kind, with the intention that it may be 
known to be of his manufacture, becomes the 
exclusive owner of that which is henceforth known 
as his trade mark. The property thus acquired 
by the manufacturer, like all other property is 
under the protection of the laws and for the in- 
vasion of the right of the owner of such property 
the law affords a remedy similar in all respects 
to that by which the possession and enjoyment 
of all property is secured to the owner. 


A shorter summary is given in Cash v. Cash, 
1902 (19 R.P.C. 181): 


An honest man will wish to take all reasonable 
precautions to prevent his goods being con- 
founded with those of other traders. If man is 


13 E. S. Rogers: Trade Marks and Unfair Trading, 
A. W. Shaw Co., Chicago, 1914. 
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not an honest man, then the law will step in and 
make him behave like one. 


The assignment of a “naked” trade mark 
is just as invalid as that of a trade name 
apart from the business to which it used to 
belong. A case in point is Pinto v. Badman. 
1891 (18 R.P.C. 181), in which it was held 
that “‘a trade mark, when registered, shall be 
assigned and transmitted only in connection 
with the goodwill of the business concerned 
in the particular goods or classes of goods for 
which it has been registered and shall be de- 
terminable with that goodwill.’”’ And where 
an outgoing partner claimed the right to use 
the trade mark, judgment was rendered in 
favor of the partners remaining with the 
business because “if a business were sold 
without any word being said about the 
trade mark, the trade mark would be under- 
stood and held to pass to the purchaser” 
(Shipwright v. Clements, 1871. 19 W.R. 599). 

If the surname of one person is the same 
as the trade mark of another, the question 
arises, as in the case of a trade name, con- 
cerning the extent to which deception is in- 
tended or possible. In re Cadbury, 1914 (59 
S.J. 161) it was decided that “‘where the 
name in everybody’s mind refers to the 
goods of one firm, such name is distinctive,” 
which any valid trade mark must be. To 
avoid such difficulties, trade-mark statutes 
generally stipulate that descriptive, personal 
or geographical names may not be registered, 
except in the form of, or as parts of, fanciful 
and distinctive devices. Examples are signa- 
tures of misspelled descriptive words, etc. 

Modern advertising campaigns tend to 
concentrate increasingly upon trade marks 
at the expense of firm names. Certain brands 
have thus become household words, al- 
though not many consumers know the names 
of the respective manufacturers. This tend- 
ency further increases the transferability of 
goodwill by attaching it altogether to the 
product. 


TRADE SECRETS, PATENTS AND COPYRIGHTS 


A trade secret consists of confidential in- 
formation pertaining to trade, manufacture 


4 Cf. note 11, supra. 
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or invention, the exclusive possession of 
which entails certain advantages of a dif- 
ferential or monopolistic nature. In order to 
receive protection as valuable goodwill, 
trade secrets must actually be secret (Mac- 
beth Evans Glass Co. v. Schnelbach, 239 Pa. 
St. 76). An employee is “in equity and good 
conscience obliged to preserve them as 
sacredly as his own, and this as well with- 
out a contract as with it” (Simmons Med. Co. 
v. Simmons, 81 Fed. Rep. 163), because “‘the 
law will imply a promise to keep the em- 
ployer’s secret” (Westervelt v. National 
Paper Co., 154 Ind. 673). 

Such secrets may range all the way from 
simple lists of customers (Stevens & Co. »v. 
Stiles, 29 R.I. 399; A.R. 802), a code key of 
prices in a sales catalogue (Simmons Hard- 
ware Co. v. Waible, 1. S.D. 486) or informa- 
tion in the possession of a counting-house 
clerk (Tipping v. Clarke, 2 Hare 393), to a 
manufacturing process (Solomon v. Hertz, 40 
N.J. Eq. 400) or to engine drawings (Merry- 
weather v. Moore, 61 L.J. Ch. 506). All these 
cases referred to employees, but the prin- 
ciple of protection operates in other cases 
as well. Thus in National Gum & Mica Co. 
v. Braendly (51 N.Y. Supp. 98) and in 
Bryson v. Whitehead, 1822 (1 Sim. & Stu. 
74) the defendants were enjoined from using 
secrets sold by them and from thereby de- 
priving the plaintiffs of valuable goodwill 
which they had purchased. 

The law of patents has developed from a 
desire to give more adequate protection to 
certain forms of trade secrets and to reserve 
for a limited time to their originators the 
benefits derived from them. The foundations 
of modern patent law were laid when the 
Statute of Monopolies was promulgated in 
England in 1623. This statute granted the 
privilege “‘of the sole working or making of 
any manner of new manufactures within this 
realm, to the true and first inventors of such 
manufactures, which others at the time of 
making such letters patent and grants shall 
not use, so also as they be not contrary to 
the law or mischievous to the State.” 

It is universally conceded that a secret or 
discovery is patentable only if it involves 
an exercise of the inventive faculties. As to 


what is covered by this phrase, the U.S, 
Supreme Court declared in McClain », 
Ortmayer (141 U.S. 427) that the word in- 
vention “‘can not be defined in such a manner 
as to afford any substantial aid”’ in this re- 
spect. “Courts, adopting fixed principles as 
a guide, have by a process of exclusion de- 
termined that certain variations in old de- 
vices do or do not involve invention, but 
whether the variation relied upon in a par- 
ticular case is anything more than ordinary 
mechanical skill is a question which cannot 
be answered by applying the test of any 
general definition.” 

There are innumerable decisions in which 
this negative method of definition by excelu- 
sion has been followed in order to narrow 
down gradually the concept of a patentable 
invention. Thus it has been held that an ap- 
plication for a patent must be based upon 
something more than that which any eff- 
cient mechanic could easily produce (Vinton 
v. Hamilton, 104 U.S. 491). Nor is it enough 
that an improvement is new and has great 
economic advantages (Hild v. Wooster, 132 
U.S. 700). Duplicating the parts of a 
machine is no invention, unless it causes a 
new mode of operation (Dunbar v. Meyers, 
94 U.S. 197), nor can a mere assembly 
(Reckendorfer v. Faber, 92 U.S. 357) or a 
combination of old devices (Hall v. Mac- 
Neale, 107 U.S. 90) be so classified. It is 
often reiterated that the patent law applies 
only to subjects which contribute definitely 
to the useful arts (Atlantic Works v. Brady, 
107 U.S. 199) and which are a product of 
the inventive powers (Magin v. Karle, 150 
U.S. 391). 

With respect to the ownership of a patent- 
able invention, it has been said that mere 
suggestions or assistance from others will 
not give them a right to share in the benefits 
(Pitt v. Hall, 2 Blach. 229). Where a partner 
used all the facilities of his firm to devise 
improvements in the product manufactured 
by it, his patented inventions did not be- 
come the property of the partnership 
(Belcher v. Whittemore, 134 Mass. 330). 
Similarly in the case of employees, the courts 
have protected their personal rights to their 
own inventions, although developed at the 
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expense of employers (Barber v. National 
Carbon Co., 129 Fed. Rep. 370). In such 
circumstances, however, the partner or em- 
ployee must usually grant a shop license to 
his firm, permitting the use of the invention 
without payment of a royalty. But this 
license need not be exclusive (same cases; 
also Slemmer’s Appeal, 58 Pa. St. 156, Mc- 
Clurg v. Kingsland, 1 How. 202, and others), 
nor is it transferable upon dissolution of the 
corporation (Peabody v. Norfolk, 98 Mass. 
40). There are also several cases in which it 
was held that the employer is entitled merely 
to the reasonable value of the assistance 
rendered in making the models and experi- 
ments, including the value of the employee’s 
time (Collar Co. v. Van Dusen, 23 Wall. 563). 

An employer may acquire a right to the 
inventions of his employees, if he engages 
them specifically as inventors. This condition 
must be clearly expressed in the contract 
of employment (Hildreth v. Duff, 143 Fed. 
Rep. 139). 

If a patent is infringed upon through un- 
authorized use, the rightful owner may 
maintain an action for damages. The meas- 
ure of his damages is the gain which the in- 
fringer has derived. This gain the claimant 
has the right to recover (Mowry v. Whitney, 
14 Wall. 642 and others). The gain need not 
consist of a net profit; a smaller loss than 
would otherwise have resulted also reflects a 
gain from the use of the patent (Mews v. 
Conover, 125 U.S. 144, and Celluloid Mfg. 
Co. v. Cellonite Mfg. Co., 40 Fed. Rep. 478). 

A copyright is the exclusive right to re- 
produce, publish, and sell literary or artistic 
work. In this respect it is similar to a patent, 
except that the latter must be disclosed and 
belongs to the first person who does so in 
good faith, whereas an author’s property in 
his work is not similarly restricted. To em- 
phasize the difference, it is often said that if 
Milton had not written ‘“‘Paradise Lost,” no 
one else could have; but if Newcomen had 
not invented the steam engine, the same 
thought would have occurred to others, as 
in fact, it did. 

The term for which patents are now 
granted in the United States is seventeen 
years, whereas copyrights are valid for 
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twenty-eight years and may be renewed for 
a like period. 


FRANCHISES AND GOING VALUE 


A franchise expresses the goodwill of the 
commonwealth toward certain of its mem- 
bers, to whom it has granted certain privil- 
eges for their own and the public good. The 
most common form of franchise is that ob- 
tained by a company upon incorporation. 

“Organization expense” is the name usu- 
ally given to the cost of acquiring the fran- 
chise as well as to other outlays necessary 
in embarking upon an undertaking and in 
bringing about the decision to do so. All 
such expenditures are made only if it is 
reasonable to expect that avenues of profit 
will thereby be opened which would other- 
wise remain inaccessible. 

The franchise of a public utility is the’ 
privilege of using public property in a busi- 
ness which could not be carried on without 
that privilege. “Going value” and “going 
concern value” are terms used in competitive 
business as well as in the public utility field 
in various senses. Usually, however, they are 
meant to represent the difference between 
the market or saleable value of an enterprise 
and its depreciated original cost or its re- 
production cost. But whereas in the com- 
petitive field the essential similarity between 
goodwill and going value is not denied, it 
has been held that, in the case of a public 
utility, going value and franchise can not 
represent goodwill because “‘a monopoly has 
no goodwill, for its customers are retained 
by compulsion, not by their voluntary 
choice” (Bristol v. Bristol Water Works, 23 
R.I. 278). To the same effect is the U. S. 
Supreme Court decision in Wilcox v. Consol. 
Gas. Co. (212 U.S. 19; 29 Sup. Ct. 192) and 
Des Moines Gas. Co. v. Des Moines (238 U.S. 
113). 

That a public utility has no goodwill may 
be true in the psychological sense, but it 
certainly is not true from the standpoint of 
value analysis. In order to secure the re- 
quired flow of funds into the public utility 
field, it is necessary to set the regulated or 
allowable rate of return at a level higher 
than the normal return prevailing in the 
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open money market. The difference creates 
goodwill. Franchise, going value and good- 
will value are one and the same thing and 
can be explained only in terms of this excess 
return, which is perfectly legitimate so long 
as it is not further enhanced by chicanery 
and misrepresentation. 

Franchise values were held admissible in 
tax cases, purchase and sale transactions 
and condemnation proceedings, but not for 
the purpose of rate valuations in Spring 
Valley Water Co. v. San Francisco (165 Fed. 
Rep. 666) and in Monongahela Navigation 
Co. v. United States (148 U. S. 312). And 
that is really the crux of the problem of 
public utility regulation: 


Earnings are dependent upon the rates exacted 
and hence the higher the rates, the more valuable 
the franchise and vice versa. Obviously, therefore, 
it would be futile to attempt to determine the 
reasonableness of a rate by any standard which 
is at all dependent upon franchise values for its 
dimensions. The concession that a franchise has 
value and is the subject of property rights does 
not at all militate against this principle (Apple- 
ton. v. Appleton Water Works Co., 5 Wisconsin 
R.C.R. 215). 

The value of the use, as measured by the re- 
turn, can not be made the criterion when the 
return itself is in question. If the return as for- 
merly allowed be taken as a basis, then the valid- 
ity of the State’s reduction would have to be 
tested by the very rates which the State denounces 
as exorbitant. And if the return as permitted 
under the new rates be taken, the State’s action 
itself reduces the amount of value upon which the 
fairness of the return is to be computed (Fuhr- 
man v. Cataract Power & Conduit Co., 3. N.Y.P.- 
S.C., 2nd Dist. 656, and Second Minnesota Rate 
Cases, 230 U.S. 352; 33 Sup. Ct. 729 to the same 
effect). 

A return can be expected only from investment 
and he that invests must part with something in 
the act of investing. The investment in prop- 
erty was made, not in the franchise, but under 
the franchise and on the faith thereof. The fran- 
chise is but a part of the power of sovereignty 
allotted to a private person for the benefit of all 
(Consol. Gas Co. v. City of New York, 157 Fed. 
872). 


In other words, the gift of the people 
should not be capitalized against the 
people. “It is only when the theory and 


The Accounting Review 


purpose of valuation are completely lost 
sight of, that going values thus considered 
can have any place in the appraisal for 
rate-making purposes. Such value adds 
nothing to the worth of the service and is no 
part of its cost.’’6 

Nevertheless, there are many instances 
where going values have been accepted by 
the courts for rate-making purposes. In 
National Water Works v. Kansas City (62 
Fed. 853) it was held that “the fact that it 
is a system in operation, not only with a 
capacity to supply the city, but actually 
supplying many buildings in the city—not 
only with the capacity to earn, but actually 
earning—makes it true that ‘the fair and 
equitable value’ is something in excess of 
the cost of reproduction.” This theory, 
which makes going value a mere attribute of 
operation, has been dubbed the “barnacle 
theory.’’!? The conclusion in Omaha v. Omaha 
Water Co. (21 U.S. 180) was to the effect 
that “going value shall be included in the 
valuation, if it actually exists,’ and in 
Pillsbury v. Peoples Gas & Light Co. (4 
N.H.P.U.C. 391) the court stated that the 
property must be valued as a going concern. 

Demand has also been made for the recog- 
nition of going value for rate-making pur- 
poses in the form of the excess of the market 
value of the plant above its appraised 
present value. Even if this theory is rejected, 
as in Fuhrman v. Cataract,'* it is possible to 
include sums not represented by actual in- 
vestment in the appraisal value. Goodwill 
values are sometimes claimed for efficiency 
of management, competency of supervision 
and other economies, which really means 
that, in the opinion of such claimants, rates 
ought to be based upon the incompetence 
displayed by some imaginary marginal pro- 
ducer. Recourse has even been had to the 
classic formula of the probability that 
customers will continue to come to the same 
company for service and attempts have ac- 


% H. Floy: Valuation of Public Utility Properties, 
McGraw-Hill Co., New York, 1912, p. 132. 

16 H, Hartman: Fair Values, Houghton Mifflin Co., 
Boston, 1920, p. 182. 

17 [bid., p. 177. 

18 Supra, p. 326. 
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cordingly been made to value goodwill at so 
much per customer. 

The so-called Wisconsin rule, which holds 
that going values in the form of deficits are 
costs properly capitalized on the same basis 
as other developmental expenses, has a 
limited validity in the sense that early 
losses, or in fact any deficiency below the 
allowable rate of return, ought to be set up 
as an item recoverable from future profits 
earned in excess of that rate. That does not 
justify permanent capitalization, however. A 
refinement of the Wisconsin rule is the ““com- 
parative plant method,” which measures 
going value by pretending to construct an 
imaginary new plant with estimated de- 
velopmental expenses and initial patronage. 
Development loss is then computed by find- 
ing the present value of the excess revenue 
of the actual plant over and above that of 
the imaginary one for an estimated initial 
period. This is one of the ways in which 
public utilities conform to the judicial dictum 
that ‘‘the burden of substantiating develop- 
ment losses rests on the utility.’ 

The capitalization of various forms of de- 
velopmental expenses has been the subject 
of many decisions. Promoters’ expenses may 
be so included upon showing their reason- 
able necessity and a resulting benefit of the 
service (Edwards v. Glen Telephone Co., N.Y. 
{nd Dist. P.U.R. 1916-B-940), but not if 
the holding company did the financing 
(Herman v. Newton Gas. Co., N.Y. 1st Dist. 
P.U.R. 1916-D-825). Interest during the 
construction period was allowed in a reason- 
able amount of Petalunia & S.R.R. Co. (Cal. 
P.U.R. 1915-C-742). Bond discount is not 
usually recognized as invested capital, since 
in that case low interest-bearing bonds could 
be issued to make the amount as large as 
possible and then let it earn permanently 
the allowable rate in place of the mere 
market rate of interest. 

With respect to goodwill, franchise, or 
going values in the case of sale, it is worth 
mentioning that their recognition in such an 
event will also lead to exploitation of the 
consumer. Nevertheless, the New York State 


19 Pillsbury v. Peoples Gas & Light Co., supra, p.826. 
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Public Service Commission was recently 
held to have exceeded its powers when it 
ordered that property be stated at original 
cost, 7.e., cost at the time it was first de- 
voted to public service, either by the ac- 
counting company or a prior owner. The 
Commission’s orders were characterized as 
“more than general administrative or legis- 
lative rules,” which “directly interfered with 
the private property rights of these re- 
spondents” (New York Edison Co. et al. v. 
Maltbie et al., 1935. 279 N.Y.S. 949; 244 
App. Div. 436). 


THE VALUATION OF GOODWILL 


Returning to the goodwill of unregulated 
enterprises, a few decisions concerning the 
value of goodwill may be reviewed. It was 
stated in Austen v. Boys,*° 1859, that good- 
will meant nothing more than the sum of 
money which the purchaser would be willing 
to give. If a business is such that when prop- 
erly managed it will not yield enough to pay 
debts, it is not a desirable business, and its 
goodwill cannot be considered of any value 
to a prospective purchaser (Halverston v. 
Walker, 1910. 38 Utah 264) because good- 
will is the chance of expectancy of securing 
a future profit (In re Borden’s Estate, 159 
N.Y. Supp. 346). 

Conforming to this somewhat too broad 
concept, the practice of valuing goodwill in 
terms of annual profits arose. Thus in 
Featherstonhaugh v. Turner (25 Beav. 392) 
the goodwill of a successful surgeon was 
valued at two years’ net profits. In Millersh 
v. Keen (28 Beav. 453) and Page v. Ratliffe 
(75 L.T. Rep. 371) valuations of one year 
and three years, respectively, were approved. 

An important American case was Wash- 
burn v. National Wall Paper Co., 1897 (81 
Fed. 20), in which the court rejected the 
plaintiff’s claim that sixteen times the profit 
for the eleven months ended May 31, 1892 
was an excessive amount to pay. The good- 
will of Hearn’s Estate, 1917 (182 N.Y. 263) 
was appraised at five times the average profit 
of the six years preceding the death of the 
founder of Hearn’s Department Store, while 


20 Supra, p. 317. 
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Temple Bowdoin’s share of the goodwill of 
J. P. Morgan & Co. (1914) was valued at 
three times the average of the last ten 
years. Other examples are Matter of Silk- 
man, 1907 (105 N.Y.S. 872) and Matter of 
Rosenberg, 1908 (114 N.Y.S. 726), in each of 
which two years’ profits were held the proper 
price of goodwill. 

Von Au v. Magenheimer (110 N.Y.S. 629; 
126 App. Div. 257) is considered a leading 
case because it explains the method of valua- 
tion which has been followed for a long time. 
According to the court there is no specific 
rule for determining the value of goodwill, 
but each case must be considered in the 
light of the surrounding facts. The question 
of value must be left to the jury, whose 
conclusions must rest on legitimate evidence 
establishing that value. The value of good- 
will of a manufacturing company may be 
fairly arrived at by multiplying the past 
average net profits of a company by a num- 
ber of years, such number being suitable and 
proper, having reference to the value and 
character of the business. But, when feasible, 
it is also proper to use the results of years 
subsequent to the sale and conclude there- 
from with respect to the conditions pre- 
vailing at the time of the sale. The specific 
ruling in this case was that the goodwill in 
question was worth five times the average 
annual net earnings. 

With respect to the years which ought to 
be averaged to obtained a representative 
annual net profit, it was decided In re Welch, 
1912 (137 N.Y.S. 941) that “abnormal pro- 
fits in one of the last three years should be 
disregarded.”’ The averaging of the last three 
years has for a time been regarded as the 
standard method and is so mentioned in 
Matter of Moore, 1910 (69 N.Y. Misc. Rep. 
535), although Surrogate Fowler in Matter 
of Halle, 1918 (170 N.Y.S. 898) insists on 
using an average of four years. 

A better grasp of fundamental principles 
is displayed by the decisions which recog- 
nize that the value of goodwill depends, not 
upon profits, but upon excess profits. An 
English land tax case (Reg. v. Grand Junc- 


21 Commercial & Financial Chronicle, December 2, 
1922, pp. 2425-6. 


tion Rail Co., 4 Q.B. 18) prescribes that from 
the gross profits there are to be deducted the 
operating expenses, interest on capital in- 
vested, a percentage for depreciation of roll- 
ing stock and a fair profit for the tenant. 
The residual surplus approximates the an- 
nual rental value of the land, 7.e., the good- 
will of the landlord, which is the subject of 
the tax. 

The method outlined in Von Au v. Magen- 
heimer above has been corrected in Seaich v, 
Mason-Seaman Transp. Co., 1916 (156 
N.Y.S. 579) as follows: “In determining the 
value of the goodwill by multiplying the 
average net profits by a number of years, 
such number being suitable and appropriate, 
the interest on the capital invested should 
be deducted from the net profits.” To the 
same effect is Pett v. Spiegel, 1923 (2 N.Y.S. 
650), where the value of goodwill was found 
by deducting 6% interest on investment 
from the average net profits of the preceding 
three years and multiplying the remainder 
by “the number of years indicated by the 
facts,” 7.e., five. The goodwill of the New 
York jewelry firm of Tiffany & Co. was 
similarly computed, except that ten years 
were not considered excessive, in view of 
the fact that the company had been estab- 
lished for sixty years and had an excellent 
and wide reputation.” 

The fair value of the owner’s services 
($100,000 p.a.) was deducted in addition to 
6% interest on investment in Matter of 
Flurscheim, 1919 (176 N.Y.S. 694), to calcu- 
late the goodwill of the New York depart- 
ment store of Franklin Simon & Co. A 
three-year average of excess profits was 
multiplied by five in this instance. In 
Kinderman v. Kinderman, 1920 (183 N.Y.S. 
897) the plaintiffs contended that excessive 
salaries had been paid to the officers, who 
were the sole stockholders. The court, how- 
ever, held that such salaries were properly 
deductible from profits before computing 
goodwill as five times the average net profits 
for the preceding three years. 

Finally, in Matter of Brown, 1925 (211 
N.Y.S. App. Div. 662) various other adjust- 


22 A. C. Ernst: “Goodwill and its Valuation,” Print- 
ers’ Ink, March 19, 1925, pp. 125 ff. 
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ments were made. The transfer tax appraiser 
had originally valued the goodwill at three 
times the three-year average of annual earn- 
ings not attributable to investment or to 
the personal services of the partners in a 
stock brokerage firm. This method was re- 
jected and the referee’s action approved in 
excluding from the average all speculative 
profits, less the value of services allocated to 
the speculative business. In addition, a two 
years’ purchase of net (excess) profits was 
declared to be more equitable, inasmuch as 
the goodwill was personal rather than com- 
mercial. 

The trend of the representative decisions 
here considered appears to be directed to- 
ward greater accuracy in the determination 
of excess profits. This effort to exclude all 
elements of a normal return due the factors 
of production from the base of the goodwill 
computation is in accord with economic 
principles. 


THE AMORTIZATION OF GOODWILL 


On the subject of writing down goodwill, 
the opinion of the courts appears to be that 
that is a matter of internal corporate ad- 
ministration, to be governed by the judg- 
ment of the directors. In Wilmer v. McNa- 
mara, 1895 (2 Ch. 245; 64 L.J. Ch. 516) it 
was held that “where the value of the assets 
of a solvent company has fallen below the 
normal amount of share capital, the com- 
pany, in the absence of any special provisions 
in its articles or of a contract binding the 
company, is under no obligation to make 
good such depreciation in the value of the 
assets before declaring a dividend out of the 
profits. Depreciation in the value of the 
leases and goodwill of a company is a loss of 
‘fixed’ as distinguished from ‘floating’ cap- 
ital. The balance sheet of the company can- 
not therefore be impeached on the ground 
that it does not charge anything against 
revenue in respect of the depreciation of 
goodwill.” 

In the leading American case of Wash- 
burn v. National Wall Paper Co.* the court 
declined to pass upon the present value of 


3 Supra, p. 327. 
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the goodwill, declaring that “when the stock 
of a corporation has been issued for the 
goodwill of several separate business estab- 
lishments and it is claimed that the value 
thereof has depreciated and that therefore 
the corporation has no right to declare a 
dividend, the court cannot determine that it 
has depreciated, in the absence of positive 
evidence of the value of such goodwill at 
the time of the issue of the stock and at a 
later time.” Another American case declin- 
ing interference with the value of intangibles 
is Mellon v. Miss. Wire Glass Co., 1910 (78 
Atl. 710; 77 N.J. Eq. 498), where it was held 
that “the corporation would not be com- 
pelled at the suit of the preferred stock- 
holders to establish a sinking fund out of 
which to pay the par value of the preferred 
stock on dissolution of the corporation, on 
the ground that when the patents expired, 
in which nearly the whole capital stock of 
the corporation was invested, there would 
be no property out of which to pay the par 
value of the preferred stock; there being no 
obligation upon the corporation to do so in 
the absence of a contract.” 

There is even a case on record where good- 
will written off was restored to the books in 
its original amount, in order that dividends 
might be paid out of the surplus so created. 
This step was endorsed by the court on the 
ground that it should never have been 
written off (Stapley v. Read, 1924, 93 L.J. 
Ch. 513). On the other hand, it was decided 
in Fernald v. Frank Redlon Co., 1923 (140 
N.E. 421; 246 Mass. 64) that “where good- 
will, patents, etc. carried on the corporate 
books at $55,256 were of only nominal value 
and the directors reduced the item to $1, 
they violated no duty to the preferred stock- 
holders, whose dividends were in arrears.” 

The obsolescence of goodwill due to Pro- 
hibition was given consideration in V. Loe- 
wer’s Gambrinus Brewing Co. v. Anderson, 
1931 (U.S.C.C. 352), permission being given 
for the amortization of its value over the 
period between the enactment of the law and 
its effective date. 


% For a discussion of similar cases see: Journal of 
Accountancy, Editorials, March and April, 1930, pp. 
161-66 and 241-43. 
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CLASSIFICATION AND TERMINOLOGY OF 
INDIVIDUAL BALANCE-SHEET ITEMS 


E. I. 


Review the results of analyses with re- 

spect to the general form and structure 
of the published balance sheet were given. 
In this article brief summaries will be pre- 
sented as to the classification of individual 
items in the balance sheet, and the ter- 
minology used. It should be repeated that this 
study is based on the analysis of 587 balance 
sheets contained in the annual reports to 
stockholders of all the industrial companies 
having common and/or preferred stocks 
listed on the New York Stock Exchange. 
The data are based on the annual stock- 
holders’ reports for fiscal years ending in 
1931-32. 


I A PREVIOUS article in ACCOUNTING 


CURRENT ASSETS 


Cash—Of the total cash items found in 
the balance sheets, 88.8% were classified as 
current, 3.8% under miscellaneous captions, 
and 7.4% listed as unclassified items. Those 
items not classified as current either occurred 
in statements where no attempt at classifi- 
cation was made, or represented funds tied 
up in some manner, as in closed banks or in 
connection with reserves of various kinds. 

The term “Cash” without qualification 
was used in 44.0% of the cases to describe 
the current item, followed by ‘“‘Cash in banks 
and on hand”’ in 18.9% of the cases. 

Receivables, Trade—Accounts and notes 
receivable were combined in 25% of the 
statements. Of all the items under these 


headings, 76.8% were classified under current 
assets, seemingly indicating that their cur- 
rent status had been given careful con- 
sideration. 

The terminology most frequently used was 
“Accounts Receivable,’ which was used for 
14.2%, followed by “Notes Receivable” for 
7.0%, of the total receivables for all open 
trade accounts and notes. The designations 
of accounts and notes receivable were modi- 
fied by the use of the descriptive terms 
“Customers” or “Dealers” in 24.38%, and 
“Trade”’ in 11.0%, of the statements. 

Receivables from Employees and Officers— 
Receivables from employees and _ officers 
were classified under current assets in 43.6% 
of the statements in which they appeared, 
under other captions in 21.6%, and were in- 
cluded as unclassified items in 34.8%. 

Where the purpose of the advance was 
mentioned, in 68 out of 94 instances it was 
for the purchase of stock. In 115 out of a 
total of 209 no mention of the purpose was 
made. 

Inventories—In 390 out of 570 statements 
having inventories no classification of con- 
tent of inventories was shown, a single 
amount being used for all inventories. In the 
balance sheets providing a classification for 
current assets, there were only two in which 
the inventories were not included under this 
caption. 

A summary of the valuation methods fol- 
lows, showing also the extent to which re- 
serves were used: 


Number of Reserves Number of 
balance — of against balance sheets 
sheets . items having reserves 
Cost or market, whichever 
is lower 332 51.0% 423 48.9% 25 32.4% 17 34.0% 
Cost 90 18.8 117. 19 24.7 14 28.0 
Cost or less 21 3.2 29 3.4 2 2.6 2 4.0 
At selling prices 11 1.8 11 1.3 1 1.8 1 2.0 
At market 12 1.8 14 1.6 
No basis of valuation given 140 21.5 223 25.7 27 «35.0 14 28.0 
Miscellaneous bases 45 6.9 48 5.6 3 4.0 2 4.0 
Totals 651! 100.0% 865 100.0% 77 100.0% 50 100.0% 


1 In several statements two or more methods of valuation were used, resulting in some overlapping and thus 
accounting for the apparent discrepancy between this figure and the total number of statements used in the study. 
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Classification and Terminology of Individual Balance-Sheet Items 


In 43 statements it was distinctly stated 
that the inventories were certified by some- 
one other than the auditor. 

There was a great variety in the terms 
used to designate the inventories, the one 
most frequently used, “Inventories,” repre- 
senting only 4.5% of the total inventory 
items, followed by “Inventories at lower of 
cost or market” in 3.7%. 

Other Current Assets—Other items fre- 
quently classified under current assets, such 
as prepaid items, investments, life insurance 
policies, and treasury stocks and bonds, are 
discussed below. 

Importance of Current-Asset Classification 
—The classification of current assets is un- 
doubtedly the most important of all items 
in a balance sheet, since current assets 
largely determine the solvency of a com- 
pany. It follows that careful attention must 
be given to the classification of current as- 
sets. This is particularly important because 
the reader of the statement is not in a posi- 
tion to judge of the current status of, or the 
intention of the management in connection 
with, such items. 

The question arises here as to whether cur- 
rent assets should be restricted to those 
which will be converted into cash in the 
normal course of operations, or whether they 
should also include other items which may 
be converted should the necessity arise. If 
it is the intention, for example, to convert the 
cash surrender value of a life insurance 
policy into cash, then it may without ques- 
tion be included as a current item, but if it is 
merely an item which is convertible without 
seriously interfering with the operation of 
the business, then its inclusion is question- 
able. To classify such an item as current 
under the first mentioned conception of cur- 
rent assets reflects not only its current status 
but the intention of the management as well; 
to classify it as current under the other con- 
ception results also in a statement of cur- 
rent status but not in any declaration on the 
part of management as to its intention. In 
this latter case it may well be merely a form 
of window dressing. Furthermore, its inclu- 
sion may be very misleading if the impres- 
sion thereby given is that it is to be con- 
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verted, thus indicating a much more desper- 
ate financial condition than actually exists. 
The matter of intention should be given 
careful consideration in such cases, especially 
where wrong inferences might easily be 
drawn. 


FIXED ASSETS 


Tangible Fixed Assets—All the tangible 
fixed assets were combined in one amount in 
55% of the statements, 323 in number. In 
the remaining balance sheets, where the 
tangible fixed assets were broken down into 
two or more items, there were 131 instances 
where the values of land and buildings were 
combined, making a total of 454 statements 
in which the value of the land was included 
with other values. This represents 78.5% of 
the balance sheets in which land was men- 
tioned as one of the assets. 

Land for industrial purposes is ordinarily 
not subject to depreciation. It should, there- 
fore, be excluded from the other depreciable 
assets so as to reveal the valuation against 
which the reserve for depreciation is prop- 
erly applicable.2 The reader of the balance 


2 The ideal presentation is, of course, to show the 
accumulated depreciation for each class of fixed assets 
as a deduction from the group to which it applies, but 
necessary condensation makes this difficult or impossi- 
ble in many published statements. When this method 
of presentation is used, land will be shown at book 
value, as it will not have any offsetting reserve. A good 
illustration is found in the form of balance sheet spon- 
sored by the National Retail Dry Goods Association, as 
reproduced by Kester (Kester, Roy B., Advanced Ac- 
counting, Third Revised Edition, The Ronald Press 
Company, New York, 1933, p. 59). The same method of 
presentation is used by Finney (Finney, H. A., Princi- 
ples of Accounting, Vol. I, Prentice-Hall, Inc., New 
York, 1934, p. 48). ” In the balance sheet sponsored by 
the Federal Reserve Board, land is included in the total 
fixed assets, from which the reserve is deducted (Federal 
Reserve Board, Verification of Financial Statements, 
U. S. Government Printing Office, Washington, 1929). 
The form provided by the Securities and Exchange 
Commission (Form A-1, p. 20) provides for the inclusion 
of all fixed assets in one item, but requires a detailed 
analysis in a separate schedule, which is even more de- 
sirable because of the additional information thus made 
available. Paton says: “Admitting the need for con- 
densation in published statements it can still be insisted 
that the situation is not adequately displayed unless the 
extent of the estimated depreciation is shown in rela- 
tion to the cost or other basic value subject to deprecia- 
tion; and this requires the segregation of land and other 
forms of property which are deemed to be non-deprecia- 
ble” (Paton, W. A., Shortcomings of Present-D. 
Financial Statements, Journal of Accountancy, Vol 
tv, Feb. 1934, p. 110). 
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sheet is then in a better position to judge of 
the adequacy of the depreciation reserve 
and the present status of such assets in com- 
parison with other concerns in the same in- 
dustry. While it is recognized that consider- 
able condensation of ledger balances must 
be made for statement purposes, such con- 
densation should take place in connection 
with the minor rather than the major items. 
To combine all the tangible fixed assets, 
particularly where their value is propor- 
tionately large, suggests an attempt to con- 
ceal rather than reveal details of the assets. 
There certainly can be no defense for the 
practice of including intangibles in this 
figure, as was done in eight statements.° 

It is not only desirable that the method of 
valuation used for the fixed assets should be 
indicated in the balance sheet, but the 
numerous write-ups and write-downs which 
have taken place in the last decade suggest 
that it should be mandatory. Where the 
valuation is not indicated, it must be as- 
sumed that cost is used. In 84 statements it 
was specifically stated that cost was used, 
and in 97 that appraised values were used. 
In the remaining 400 statements no valua- 
tion method was mentioned. 

In nine balance sheets some or all of the 
fixed tangible assets were carried at the 
nominal value of $1. While this use of memo- 
randum valuation is often defended on the 
doubtful basis of conservatism, it involves 
also the question of secret reserves. If the 
assets are practically worthless, then why 
assign any value to them? On the other hand, 
if they have value and are being used in the 
business and being depreciated periodically 
for income tax purposes, then it should seem 
that the stockholders and the public are 
entitled to this information.‘ 


3 It is significant that the Securities and Exchange 
Commission not only provides a separate classification 
for intangibles (Form A-1, p. 20) but specifically states 
in the instructions (p. 29) that “This schedule (Property 
Plant and Equipment) should not include intangibles, 
patents and trademarks, goodwill, organization ex- 
penses, etc., included separately in the balance sheet.” 

‘In this connection it is extremely significant that 
the Securities and Exchange Commission (Form A-1, 
p. 29) not only requires an analysis of depreciation re- 
serves and charges, but in addition “ . . . a comparison 
of depreciation and depletion claimed to have been sus- 


Fixed assets not used in operation were 
specifically mentioned in 32 statements, one- 
third of which were classified under “Other 
Assets.” This is as it should be, for the fixed 
assets should be restricted to those used in 
operation. 

The practice of showing additions and de- 
ductions to the fixed assets during the fiscal 
period was found in only 15 statements, 
usually with the net figure only shown. This 
information is important in indicating ex- 
pansion or contraction of plant, and where 
space permits and the officers are desirous 
of keeping interested parties properly in- 
formed, it can well be included. A unique 
presentation of this kind is that found in the 
stockholders’ report of the General Cable 
Corporation, wherein, on pages subsequent 
to the usual balance sheet, a “Descriptive 
Consolidated Balance Sheet” is presented. 
There every item in the first balance sheet is 
taken up, showing the balance at the close of 
the last fiscal year, total additions, total de- 
ductions (in a few instances the net figure), 
and balance at the end of the year. This 
might well serve as a model for other com- 
panies. 

The variation in terminology was so great 
that no attempt was made to list any cap- 
tions. There were 779 different titles used to 
list 1248 different items of fixed tangible 
assets. 

Intangible Fixed Assets—Whether fixed or 
capital assets should include intangibles as 
well as tangibles is a mooted question. In its 


tained for the purpose of Federal income taxes and the 
amounts accrued through charges to income and/or 
surplus.” 

5 See Hatfield, who states: ““There is, therefore, an 
increasing tendency to list goodwill, franchises, and 
similar items, in a category distinct from fixed assets, 
either under these specific names or with the general 
heading of intangible assets. This seems the preferable 
procedure and is favored by Montgomery . . . and by 
Couchman. .. . Until recently it was almost universally 
the case that ‘goodwill was not merely included among 
fixed assets, but was combinéd in a single item such as 
Plant, Machinery and Goodwill. But this practice is 
now very generally condemned. In England it is even 
considered illegal to include goodwill with fixed tangi- 
ble assets in a single item’ (Hatfield, Henry Rand, 
Accounting, Its Principles and Problems, D. Appleton 
and Company, New York, 1927, pp. 15-16). Kester 
states that, “The tangible assets, goodwill, patents, 
etc., are also classed as fixed” (Kester, Roy B., Ad- 
vanced Accounting, Third Revised Edition, The Ronald 
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Classification and Terminology of Individual Balance-Sheet Items 


broadest application, “fixed assets” cer- 
tainly includes not only tangibles but all 
assets held as permanent or capital invest- 
ments. And of these, goodwill may be said 
to be the most fixed of all, for all other assets 
may be disposed of without selling the busi- 
ness, but not so with goodwill. Accounting 
practice as represented by these balance 
sheets seems to favor distinctly the exclusion 
of goodwill and other intangibles from the 
fixed asset classification inasmuch as such 
items were thus classified in only 14.6% of 
the statements having intangibles. It is sig- 
nificant, however, that where they are classi- 
fied at all, this classification is the one most 
frequently used, the next in order being de- 
ferred assets, 2.5%. The general practice is 
to show them as separate or unclassified 
items, this being done in 80.4% of the cases. 
Goodwill was shown as a separate item 
in 86 balance sheets, once at zero, 31 times 
at $1 and 54 times at values in excess of $1. 
It was, however, shown much more fre- 
quently in combination with other intan- 
gibles, as well as tangibles, as indicated by the 
summary below. (In many cases it was com- 
bined with two, three or even six of the items 
listed.) 
At zero At $l At more 
than $1 
Patents 3 
Trade marks 1 
Trade name 
Brands 
Formulae 
Patent rights 
Leaseholds 
Licenses 
Patterns 
Contracts 
Development 
Copyrights 
Rights 
Water power rights 


Designs 
Other intangible assets 
Processes 


Organization expenses 3 


Press Company, New York, 1933, p. 28). Finney in- 
cludes goodwill under fixed assets in a model balance 
sheet but after showing a subtotal for the tangible 
fixed assets (Finney, H. A., Principles of Accounting, 
Vol. 1, Prentice-Hall, Inc., New York, 1934, p. 48). 
Paton favors showing intangibles as the last item among 
the assets (Paton, W. A., Shortcomings of Present-Da 
Financial Statements, Journal of Accountancy, Vol. 
Lyn, Feb. 1934, p. 121). 
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Drawings 1 
Tangible assets 1 
Leasehold improvements 1 
Models 

Applications for patents 

Magazine titles 

Subscription lists 

Reorganization expenses 

Killing rights 

Provision routes 

Bookplates 

Franchises 


Tracings 
Tangible Fixed Assets 


Intangibles were shown at zero or ex- 
tended short in seven different statements, 
in two of which it is stated that the in- 
tangibles are carried on the books at ap- 
proximately 58 million dollars each but for 
balance sheet purposes are deducted from 
net worth. In the other statements there is 
no valuation given and if perchance the 
items represent actual values and cash in- 
vestments, the creation of a secret reserve 
results. The same applies in the case of 
nominal valuations of one dollar, which ap- 
peared in 169 instances, without allowance 
for overlapping items. 

While goodwill was set up as a separate 
item in 86 balance sheets, it was more fre- 
quently combined with other intangibles. 
The term “Goodwill” without modification 
was used to designate it in 68 cases, and 
explanatory words, such as “acquired for 
cash,” added in the remaining 18 instances. 


DEFERRED CHARGES 


The theoretical distinctions between pre- 
paid and deferred items, particularly with 
reference to classification, are not usually 
observed in practice.’ Such distinctions were 
made in only seven statements. 


6 Probably the best discussion of this distinction is 
found in Advanced Accounting by Roy B. Kester. He 
divides such items into three classes: Those with a defi- 
nitely fixed life, as prepaid rents, taxes, etc.; those with 
an indefinite life, as operating supplies; and those lump- 
sum expenditures, as above-normal advertising ex- 
penditures and factory rearrangements, where judg- 
ment rather than time or consumption furnishes the 
basis for charging to operations. The first two classes 
should, in general, be included in current assets, and the 
last under “Other Assets” (pp. 187-90). See also 
Accounting Terminology The Century Co., N. Y., 1931, 
pp. 46-47 and p. 60; also the Accountants’ Handbook, 
Second Edition, W. A. Paton, Editor, The Ronald 
Press Co., New York, 1932, p. 16. 
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All deferred items were combined in one 
figure in 230 statements, in 206 or 89.6% of 
which they were listed as unclassified items. 
There were 826 deferred items in all, in- 
cluding those just mentioned, and 50.5% of 
these were classified under a deferred-asset 
caption, with 40.5% included as separate or 
unclassified items. 

The exclusion of deferred items from the 
current-assets classification is probably more 
in keeping with creditors’ requirements than 
with strict accounting theory; for such items 
are not usually considered by bankers and 
others as being available for the discharge of 
current obligations. They overlook the very 
obvious fact, however, that had the items 
not been paid for in advance, the cash would 
have been so much greater, and that prepaid 
items entering into the cost of product are 
usually recovered in the sales price of mer- 
chandise. Thus if not directly converted into 
cash, they are indirectly converted through 
the medium of receivables. Of course this 
may not be true where merchandise is being 
sold at a loss or on a very close margin. If 
there is any justification for the present 
practice, it is on the ground of conservatism 
and the relatively small amounts usually 
involved. 

Where general terms are used, the ones 
most frequently found are “Deferred 
charges” and “Prepaid expenses,”’ used in 
10.9% and 5.6% of the cases respectively; 
where specific terms are used, “Prepaid in- 
surance, etc.” appeared in 2.9% and “Pre- 
paid insurance, taxes, etc.,”’ in 2.7% of the 
total number. 

Discount and expense items on stocks and 
bonds were included in 93 statements, all on 
the asset side of the balance sheet, 68 being 
classified under a deferred-charge caption. 
The discount on stock applied only to pre- 
ferred stock. Its inclusion under a deferred- 
charge caption is not good theory,’ and, 


7 While Paton distinctly disapproves of the inclusion 
of discount on stock as a deferred charge (Paton, W. A., 
Shortcomings of Present-Day Financial Statements, 
Journal of Accountancy, Vol. tv, Feb., 1934, pp. 116 
and 118), Kester would include it here “ .. . if shown 
among the assets...” (Kester, Roy B., Advanced 
Accounting, Third Revised Edition, The Ronald Press 
Company, New York, 1933, p. 394) but favors its in- 


judging by the fact that expenses of pre- 
ferred stock financing were mentioned in 
four cases and only one of these included 
stock discount, it may be concluded that it 
is not good practice either. The inclusion of 
bond discount as a deferred asset is in ac- 
cord with accounting theory. One writer, 
however, objects strenuously to it on the 
ground that it “. . . is no more an asset than 
is stock discount. To rule otherwise is equiv- 
alent to saying that the amount of property 
received by a corporation incident to the 
issue of bonds is always equal to the par or 
maturity value, regardless of the amount of 
the discount; and this is tantamount to 
denying the fact of discount.’’*® It should, 
according to this writer, be deducted from 
the par value of the bonds issued, but not 
a single instance was found where it was 
handled in this manner. 


INVESTMENTS 


Of those investments which by their very 
nature are readily marketable and are never 
held for purposes of control, namely, govern- 
ment, state and municipal securities, 90.2% 
were classified under current assets, while 
only 2.0% of those which represent invest- 
ments in affiliates and subsidiaries are thus 
classified, 47.5% of the latter being included 
under investments and 38.7% as unclassi- 
fied items. Other investments, the nature of 
which is not disclosed, are divided almost 
equally between‘current assets, investments 
and unclassified items. There would seem to 
be no violation 6f accounting theory here. 
The details of classification are shown in the 
table at the top of the next page. 

In the matter of valuation, however, the 
generally accepted basis of cost or market, 
whichever is lower, for marketable invest- 
ments classified as current is not observed, 
about 44.5% of investments in the first 


clusion as a contra account to capital (p. 466). Hatfield 
includes it as an asset in one illustration (Hatfield, 
Henry Rand, Accounting, Its Principles and Problems, 
D. Appleton and Company, New York, 1927, p. 205). 
Finney is in agreement with Paton and Kester in its 
treatment as a contra item (Finney, H. A., Principles 
of Accounting, Vol. 1, Prentice-Hall, Inc., New York, 
1934, p. 69). 
8 Paton, W. A., op. cit., p. 115. 
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Government, state 
and municipal se- 
curities 
Current assets 211 90.2% 
Fixed assets 
Other assets 3 1.3 
Investments 12 5.1 
Miscellaneous : 
Unclassified 8 3.4 
Totals 234 100.0% 


group being shown at cost in a period of fall- 
ing prices. Cost was used in 23.6% of invest- 
ments in affiliates and subsidiaries, with 
book value being used in 14.4% and no valu- 
ation method indicated in 44.6%. No valua- 
tion basis was mentioned in connection with 
45.2% of miscellaneous investments, while 
cost was used in 26.8% of the latter. The 
analysis as to valuation follows: 


Government, state 
and municipal se- 


curities 

Cost 40 17.1% 
Cost, with market value given 64 27.4 
Cost or market, whichever is lower 13 5.5 
Market 46 19.6 
No basis for valuation given 50 «21.4 
Book value 
Reserve used in valuation 21 9.0 
Miscellaneous values 

Totals 234 100.0% 


LIFE INSURANCE 


Insurance on the lives of officers is merely 
another form of investment but for a dif- 
ferent purpose. Theoretically it should never 
appear as a current asset with the possible 
exception of the period in which the face of 
the policy is to be collected, or a loan is to 
be made against the policy,® but actually it 
was classified in this manner in 57.8% of the 
statements where it appeared.!° It appeared 


® Bell, W. H., and Powelson, J. A., Auditing. Pren- 
tice-Hall, Inc., New York, 1932, p. 204; Kester, op. cit., 
pp. 213-14. 

10 In a survey made by the Metropolitan Life In- 
surance Company, it was reported that 28 out of 39 
statements classified the surrender value under_cuzrent 
assets, 2 under igyestments, and 9 included it as an un- 
classified item. The report of this survey is probably 
the best treatment available on the subject, and is pub- 
lished under the title ‘‘Accounting for the Cash Sur- 
render Value of Business Life Insurance,’’ Metropolitan 
Life Insurance Company, New York, 1932. 


Investments in 
affiliates and Other investments 
subsidiaries 
6 2.0% 252 31.0% 
13 19 2.3 
22 72 72 8.9 
145 47.5 225 27.7 
1 8 
118 38.7 245 30.1 
305 100.0% 818 100.0% 


under investments in 10.9% under “Other 
Assets” in 12.0%, and as unclassified in 
19.38%. 

The principle of valuation at the cash 
surrender figure seems thoroughly accepted, 
as there was only one instance where this 
value was not indicated in the title, and it 
was probably used nevertheless. 


Investments in 


affiliates and Other investments 
subsidiaries 
67 22.0% 151 18.6% 
5 1.6 67 8.2 
13 1.6 
3 1.0 75 9.2 
1386 44.6 367 45.2 
44 14.4 12 1.5 
89 12.8 «15.1 
1l 3.6 5 .6 
305 100.0% 813 100.0% 


TREASURY STOCK AND BONDS 


From a strictly theoretical point of view, 
it is doubtful if treasury stock should ever 
be considered an asset. Much depends, of 
course, upon the definition or interpretation 
of an asset. The fact remains, however, 
that a corporation cannot be a stockholder 
in itself, and treasury stock cannot, there- 
fore, be classified as an investment of the 
corporation. The effect upon the corporation 
is a return of some of the corporate assets to 
certain stockholders and a reduction in the 
number of shares outstanding. Both of these 
effects are properly recorded in the balance 
sheet only when the treasury stock is 
handled in the net worth section. The out- 
standing writers in accounting theory are 
practically unanimous in advocating this 
method of handling. Nevertheless, it ap- 


1 Hatfield, Henry Rand, Accounting, Its Principles 
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peared on the asset side in 54.3% of the 
statements including treasury stock, and as 
a deduction from capital in only 45.5%. It 
appeared most frequently as an unclassi- 
fied item, 28.9%, and under investments 
next, 15.8%. Treasury bonds, on the other 
hand, were deducted from the corresponding 
liability in 63.9% and included with the 
assets in 36.1% of the statements where in- 
cluded. The details follow: 


Treasury stock— 


Current assets 15 8. 
Fixed assets 

Deferred charges 1 

Other assets 26 5 
Unclassified 132 28 
Investments 72 15 
Miscellaneous 1 


Total under assets 248 
Deducted from capital 

stock 208 45.5 
Footnote 1 2 


54.38% 


Total on liability side 209 45.7 
100.0% 


Grand totals 457 
Treasury bonds— 


Current assets 6 

Fixed assets 1 

Other assets 2 

Unclassified 0 
Investments 5 12.3 

2 

76 


Total under assets 44 36.1% 
Current liabilities 


Fixed liabilities 


Total on liability side 78 63.9 
Grand totals 122 100.0% 


There appeared to be no correlation be- 
tween the handling of treasury stock and 
the auditors of the various statements, or be- 
tween its handling and the state of incor- 
poration. From this it may be concluded that 
whatever convictions practicing account- 
ants may hold on the subject have been sub- 
ordinated to the wishes of their clients. The 
lack of correlation with statute or legal re- 
quirements of various states may possibly 
be taken as recognition of the fact that “Ac- 


and Problems, D. Appleton and Company, New York, 
1927, pp. 181-82; Paton, W. A., Shortcomings of Present- 
Day Financial Statements, op. cit., pp. 112-18; Kester, 
op. cit., p. 182; Streightoff, F. H., Advanced Accounting, 
Harper & Brothers, 1932, p. 19; Finney, H. A., Princi- 
ples of Accounting, Volume 1, Intermediate, Prentice- 
Hall, Inc., 1934, p. 88. 
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countants’ balance-sheets are intended to 
show what transactions have taken place 
and the present financial position; they are 
financial, not legal, exhibits.’ The anal- 
ysis of the treatment of treasury stock by 
the various auditors revealed the figures 
shown in the table at the top of page 337. 


FUNDS 


Sinking funds for bonds and other long- 
time obligations were deducted from the cor- 
responding obligations in 54.2% and shown 
among the assets in 45.8% of the total items. 
Out of 71 items included among the assets, 
43 were unclassified and nine each were in- 
cluded under investments and other assets, 
with 10 under other captions. Unless the 
funds are invested in the bonds which they 
are accumulated to retire, it is question- 
able whether they should ever be shown as 
deductions from the liabilities. Even when 
the funds have passed into the hands of 
trustees, the obligation remains one of the 
corporation until completely discharged. 

Funds were provided also for the re- 
demption of preferred stock, self-insurance, 
pensions, annuities, surplus reserves, de- 
preciation and for other purposes. 


CURRENT LIABILITIES 


Accounts Payable—Accounts payable were 
listed without any qualifying words such as 
“trade” or “creditors” in 60.2% of the 
statements. “Trade” was used as a qualify- 
ing term in 6.6%, “Creditors” in 0.9%, 
“Trade Creditors” 5.3% and ‘‘Vendors’”’ in 
0.3%. The terminology most frequently 
used was “Accounts Payable,” 66.2%, fol- 
lowed by “Accounts Payable, trade” 4.8% 
and “Accounts payable and accrued ex- 
penses”’ in 4.0% of the total terms employed. 

Liabilities to Officers and Employees—Out 
of 27 items of this character, 14 indicated 
the reason for the obligation. With four ex- 


12 Letter to the Editor, Journal of Accountancy, from 
F. W. Thornton, August 1933, pp. 151-53. See also the 
letter of Anson Herrick in the same issue, pp. 148-51, 
to which the above was a reply, relating to the legal and 
accounting requirements of treasury stock classifica- 
tion, and suggested methods of incorporating it in the 
balance sheet to satisfy both legal and accounting re- 
quirements. 
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Treasury stock 
Balance sheets 
without t ury classified under 
stock Assets Net Worth Both 
A 115 29 41 37 8 
B 62 12 20 28 2 
Cc 52 12 18 16 6 
D 45 10 17 15 3 
E 37 13 ll 10 3 
F 29 12 12 3 2 
G 23 6 8 6 3 
H 17 6 7 4 
I 13 4 3 4+ 2 
J sj 2 3 2 
K 7 2 2 3 
L 6 1 3 2 
M 6 1 4 1 
N 6 1 2 3 
O 6 6 
P 6 5 1 
Q 6 4 2 
R + 1 1 2 
Ss 4 1 1 2 
T 3 | 2 
U 3 1 1 1 
Vv 3 1 2 
Miscellaneous 78 27 24 25 2 
Total 
certified 538 157 182 165 34 
Statements 
not certified 49 26 15 8 a 
Grand totals 587 183 197 173 34 


ceptions they were all classified as current 
liabilities. Subscriptions by employees were 
treated as liabilities in 25 out of 29 state- 
ments. One item was classified under re- 
serves, and three were treated as capital 
items. 

Notes Payable—Inasmuch as notes pay- 
able are normally short-term notes, they 
should normally be classified as current, 
which was done in 88.2% of the cases. In 
9.6%, where no current classification was 
provided or where the notes extended be- 
yond the current period, they were shown as 
unclassified. The remaining items were 
classified under fixed liabilities (1.9%) and 
net worth (0.3%). 

“Notes Payable’ was used in 24.5% to 
designate this type of liability, followed by 
“Notes payable: Banks” in 7.7% and “‘Notes 
payable to banks” in 7.7%. 

Accrued Liabilities—Accrued _ liabilities 
were combined with other obligations in 
only 12.7% of the statements where they 
were found, and were shown as separate 
items in 87.3%. Accrued salaries and wages 


were shown as separate items in 20.9%. Ac- 
crued taxes were classified as current in 
83.1%, income tax less frequently (80.8%) 
than general taxes (85.8%). 

In connection with the terminology used, 
“Reserve” was applied to income taxes in 
41.7% but to general taxes in only 12.2% of 
the totals, whereas “Accrued”’ was applied 
to general taxes in 79.8% and to income 
taxes in 15.8%. ‘“‘Provision” was used to 
designate income taxes in 25.6%, and other 
taxes in 5.1%. The analyses are shown at 
the top of page 338. 

Dividends Payable—In the designation of 
dividends payable, the date of payment was 
mentioned in 58.3%, the kind of stock in 
47.1%, both date and stock in 33.3%. In 
25.5% no information was given other than 
that of the liability for the dividend payable. 
Only three out of 204 dividend items were 
combined with other liabilities. 

In several cases the liability was excluded 
from the current section because an off- 
setting asset was likewise excluded from the 
current-asset section. Where there was no 
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Reserve Esti- Provi- 
for mated _ sion for 


Income Tax: 


Reserve Accrued Provision A 
Accrued andes- andes- esti- ccrued 
timate timate mate ‘Serve 


Listed as Income tax 68 23 50 20 5 + 4 2 
Combined with other taxes 13 9 12 1 5 
Combined with accruals 2 8 
Combined with accounts pay- 
able 2 2 
Combined with contingencies 3 2 
Combined with miscellaneous 
items 9 1 2 
Income taxes of prior years 14 1 4 
Totals lll 24 68 42 5 5 4 7 
Percentages 41.7% 9.0% 25.6% 15.8% 1.9% 1.9% 1.5% 2.6% 
Other Taxes: 
Listed as taxes 20 1 75 5 1 
Combined with accruals 4 2 106 
Combined with accounts pay- 
able 8 
Combined with miscellaneous 
items 2 
Totals 29 1 12 189 5 l 
Percentages 12.2% 0.4% 5.1% 179.8% 2.1% 0.4% 
Total, all taxes 140 25 80 231 5 10 4 8 
Percentages 27.8% 5.0% 15.9% 45.9% 1.0% 2.0% 0.8% 1.6% 


contra item, the failure to classify it as cur- 
rent is quite improper, if payable in cash, 
because it not only must be satisfied out of 
current assets, but its exclusion distorts the 
working capital amount and ratio. In several 
instances it was mentioned only in a foat- 
note and was, therefore, neither deducted 
from the surplus nor shown as a liability, 
resulting in an overstatement of surplus and 
an understatement of liabilities. The reader 
of a balance sheet should not be called upon 
to make a number of mathematical calcula- 
tions before he can arrive at the correct 
figures of a balance sheet; the officers and 
auditor are supposed to have done this for 
him. 
FIXED LIABILITIES 

Only 56.5% of the balance sheets showed 
fixed or long-term obligations. Of the total 
of such items, 42.2% were classified under a 
fixed-liability caption and an equal number 
were listed as separate items among the 
liabilities. 

In 20 statements, the liabilities were de- 
ducted from the assets which secured them, 
with the net equity extended. This latter 
method may be clearly misleading to the 
reader of such a statement, who naturally 
looks for liabilities on the liability side. This 


method is difficult to justify even if a mort- 
gage was not assumed, for the inclusion of 
the equity as an asset is presumptive evi- 
dence of intention not to permit a fore- 
closure of the property. It might be added 
that if there were no such intention, most or 
all of the equity might be wiped out in a 
foreclosure proceeding, its inclusion in the 
first place thus having been of doubtful pro- 
priety. 

The handling of liabilities on the balance 
sheet would be greatly improved if the rec- 
ommendation of the American Institute of 
Accountants were followed, viz., ““The period 
of one year is an arbitrary one adopted by 
accounting regulatory bodies as the dividing 
line between funded debt’ (or ‘long term 
debt’ or ‘fixed liabilities’) and ‘floating debt’ 
(or ‘current liabilities’) and it is recom- 
mended that accountants consider the uni- 
versal adoption of this plan for the sake of 
uniformity.”"* Many of the better balance 
sheets reflect this practice. Regardless of the 
number and nature of the obligations, they 
should be set up in such a manner, under ap- 
propriate captions, as to show definitely a 
total for current obligations and another for 
fixed obligations. It is permissible to use as 


18 Accounting Terminology, op. cit., p. 75. 
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many sub-titles undera fixed liability caption 
as may be necessary to list the various types 
of obligations. 

In some statements it may be necessary 
to include a miscellaneous or other liability 
caption to take care of items which cannot 
otherwise be classified. 


DEFERRED CREDITS TO INCOME 


Confusion in the use of the term “de- 
ferred” in connection with liabilities would 
be largely eliminated if the recommendation 
mentioned above were followed, for liabilities 
which are deferred because of their non-cur- 
rent character would be included under fixed 
liabilities, and the deferred caption would 
then remain for those items representing un- 
earned income. 

Of the total items of this type, 50.7% 
were unclassified on the liability side, and 
only 23.6% were classified under a deferred- 
income caption. 


MINORITY INTEREST 


Minority interests were most frequently 
shown as separate items immediately pre- 
ceding the net worth section, in 68.7%, and 
were included under net worth in 15.4% of 
the total cases. A separate classification for 
such interests was provided in 12.8%. 

It is evident that the prevailing practice 
is to accord such equities the status of cred- 
itors rather than owners or stockholders of 
the business, or at least a status between the 
two. Writers on accounting theory are about 
equally divided as to the classification of 
minority interests as liabilities and as net 
worth items." 


4 There is no confusion on this point among writers 
on accounting theory. Almost every textbook dis- 
cusses deferred credits toyigcome along with deferred 
charges. The confusion hehe at rises from the general 
meaning of the deferred—something “‘put off” — 
in contrast with the technical meaning of the term. 
Fortunately Webster's New International Dictionary 
gives the technical accounting definition of a “deferred 
liability” as the equivalent of “deferred credit,” or 

‘income.”’ On the other harfd, a definition of this term 
is omitted entirely“by the Committee on Terminology 
of the American Institute of Accountants in its report— 

“Acounting Terminology.” 

* Among the writers who include minority interests 
as liabilities, or as an item Hetween liabilities and net 
worth, are the following: Bliss, James H., Manage- 
ment Through Accounis, The Ronald Press Company, 


VALUATION RESERVES 


Theory versus Practice—Writers in ac- 
counting theory are in practically uni- 
versal agreement that valuation reserves 
should be deducted from the assets to which 
they apply.’* A practice which is being fol- 
lowed in some statements of grouping all 
reserves under the caption of “Reserves” on 
the liability side, regardless of the nature of 
the reserves, is a clear violation of account- 
ing theory. Much of the difficulty may pos- 
sibly be traced to the unfortunate use of the 
term “reserve” to cover such diverse ele- 
ment as valuation accounts, actual liabil- 
ities, contingencies and appropriated surplus 
items.'? Suggestions have been made for 


New York, 1924, p. 474; Finney, H. A., Principles of 
Acounting, Prentice-Hall, Inc., New York, 1934, 
Vol. u, Ch. 48, pp. 7-10; McKinsey, James S., and 
Noble, Howard S., Accounting Principles, Southwestern 
Publishing Co., Cincinnati, pp. 631-32; Kohler, Eric 
Louis, and Morrison, Paul L., Principles of Accounting, 
McGraw-Hill Book Company, New York, 1931, 2nd 
Ed., p. 311; Montgomery, Robert Heister, Auditing 
Theory and Practice, The Ronald Press Co., New York, 
1934, 5th Ed., p. 615; Stockwell, Herbert G., How to 
Read a Fi ial Stat t, The Ronald Press Com- 
pany, New York, 1935, p. 385; Streightoff, Frank Hatch 
Advanced Accounting, & Brothers, New York, 
1932, pp. 449-55. 

Among the writers who include minority interests 
as a part of net worth are the following: Bell, Spurgeon, 
and Graham, Willard J., Theory and Practice of Ac- 
counting, American Technical Society, Chicago, 1935, 
p. 434; Bennett, Robert Joseph, Corporation Accounting. 
The Ronald Press Company, New York, 1916, p. 465; 
Couchman, Charles B., The Balance Sheet, Its Prepara- 
tion, Content and Interpretation. The Journal of Ac- 
countancy, Incorporated, New York, 1924, p. 267; 
Eggleston, DeWitt Carl, Modern Accounting Theory and 
Practice, Wiley & €o., New York, 1930, Vol. 1, pp. 
108-27; Kester; Roy B., Advanced Accounting, Third 
Revised Edition, The Ronald Press Co., New York, 
19338, p. 682; Newlove, George Hillis, Consolidated 
Balance Sheets, The Ronald Press Co., New York, 1926, 
p. 6; Rorem, C. F., Accounting Method, University of 
Chicago, 1928, p. 440; Sunley, William Terry, and 
Pinkerton, Paul W., Corporation Accounting, The Ron- 
ald Press Co., New York, 1931, pp. 461-68; and Taylor, 
Jacob Bacchus, and Miller, Herman C., Intermediate 
Accounting, McGraw-Hill Book Co., New York, 1933, 
p. 106 and p. 115. 

ee: _ opposing views, however, see The Accounting 

, Frances Pixley, Editor, Sir Isaac Pit- 
man Sons, Ltd., London, 1922, Vol. 1, pp. 136-42; 
and Linsey, Bertram C., “Treatment of Depreciation 
Reserves on the Balance Sheet,”’ The American Account- 
ant, October, 1932, pp. 292-02. Mr. Linsey opposes 
the deduction of depreciation reserves from the assets 
because of the effect on ratios for analytical purposes, 
but excepts reserves for bad debts from this category. 

17 For a brief but very complete statement of the 
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the substitution of such terms as “provision” 
and “allowance” for reserve,'* but they have 
not found favor in practice, as evidenced by 
the analysis of such terms which is shown 
below in connection with reserves for depre- 
ciation and depletion. Practice in this re- 
spect is in accord with the recommendation 
of the American Institute of Accountants, 
which favors the use of “Reserve for Depre- 
ciation” because it “is so generally used and 
understood by bankers, the business world 
and accountants that its use should be con- 
tinued.” 

Reserve for Bad Debts—A reserve for bad 
debts was referred to in 71.9% of the bal- 
ance sheets, but the amount of the reserve 
was given in only 59.3% of these state- 
ments. Of the total bad debts reserves, with 
and without amounts, 96.8% were deducted 
from or mentioned in connection with the 
accounts to which they applied, but only 
94.5% were handled asdeductions from assets 
when the amounts were given. 

The purpose of such a reserve seems ob- 
vious, for which reason, no doubt, a state- 
ment of the purpose was omitted in slightly 
less than half the cases, 242 out of 496. If 
the reserve, however, covers more than antic- 
ipated losses—as cash discounts—the pur- 
pose should be stated in detail. 


different types of reserves, see Accounting Terminology, 
op. cit., pp. 102-7. 

18 Cole, William Morse, The Fundamentals of Ac- 
counting, Houghton Mifflin Co., New York, 1921, p. 
107; Morrison, James, “Some remarks on the con- 
struction of balance sheets in general,” The Accountants 
Journal (New Zealand), July, 1923, Vol. u, p. 5; Leete, 
Harry Osburn, “Terminology and Technique of the 
Balance Sheet,” Pace Student, March, 1920, pp. 57-58, 
and April, 1920, p. 75. 

19 Accounting Terminology, op. cit., p. 105. 
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The term “Less reserves” without any 
amount was used in 25% followed by the 
same term with the amount given in 10.1%, 

Reserves for Depreciation and Depletion— 
Depreciation (and depletion also wherever 
applicable) was mentioned in 97% of the 
statements, and the amounts were given in 
86.4%. The balance in such a reserve is of 
much greater significance for analytical and 
comparative purposes than is true of bad 
debt reserves, particularly where the de- 
preciable property is segregated. 

In 90.3% of the cases the reserves were de- 
ducted from, or mentioned in connection 
with, the assets to which they applied, as 
shown below: 


Deducted from assets, under: 
Fixed assets 439 68.4% 
Unclassified assets 134 20.9 
“Other” assets 4 6 
Current assets 1 2 
Investments 1 2 
Total under assets 579 90.3 
On liability side, under: 
Reserves 39 6.1 
Unclassified 23 3.6 
Total under liabilities 62 9.7 
Grand totals 641 100.0% 


Depreciation and depletion were combined 
in 10.8% and depletion was shown sep- 
arately in only 3.3%. 

The terminology most frequently em- 
ployed was “Less reserves for depreciation,” 
33.5%, followed by “‘Less allowance for de- 
preciation,” 8.7%. 

A survey of the frequency with which 
such terms as “Reserve,” “Allowance,” 
‘Provision,’ etc., were used reveals the pre- 
dominance of the first. A summary follows: 


Amount of Amount of 
reserve reserve Total 
not given given 
“*Reserve”’ used 25 419 444 69.3% 
“Depreciation,” 
“Depletion” used without fur- 
ther qualifications 48 41 89 13.9 
“Allowance” used 5 82 87 13.6 
“Provision” used 2 7 9 1.4 
“Accrued Depreciation” 2 5 8 
“Depreciation funds” 1 1 2 
depreciated values” 3 1 4 
No mention at all of depreciation 1 1 a 
“Reserve for accrued depreciation” 1 1 me 
Totals 87 554 1 100.0% 
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Reserves for Amortization—Reserves for 
amortization appeared in 114 statements, in 
combination with other reserves in 38 in- 
stances and as separate reserves in 76 cases. 
The amount of the reserves was given in 72 
and omitted in 42 instances. In all but four 
cases they were shown on the asset side. 

Reserves for amortization have no clearly 
defined usage, some statements having 
merely reserves without qualification, others 
reserves for depreciation, others reserves for 
depletion, and still others reserves for amor- 
tization for the same purpose. The expression 
is frequently used merely to indicate that an 
asset has been written down, such as an in- 
ventory, without giving any amount; in 
other cases the reserve is set up and used as 
any other reserve for valuation purposes. 
The variety of usages is indicated in the 
following summary: 


Amount — 


of of 
— serve Total 
given 
Combined with depreciation 2 21 23 
Combined with depletion 2 1 3 
Combined with depreciation 
and depletion 1 9 10 
Combined with depreciation, 
depletion, and intangible 
development costs 2 2 
Amortization reserve alone 
applied to: 
Leasehold improvements 12 13 25 
Patents 13 10 23 
Inventory 7 7 
Licenses 1 + 5 
Fixed assets 2 2 4 
Trademarks 3 3 
Investments 2 2 
Advances to subsidiary 1 1 
Discount on bonds 1 1 
Mineral and royalty interests 
and contracts 1 1 
Patent developments 1 1 
rganization and financing 
expenses 1 1 
Tools, dies, jigs and patterns 1 1 
Unmineralized land values 1 1 
Totals 42 72 114 


Reserves for Investments—Reserves used 
for the evaluation of investments appeared 
91 times, deducted from the asset in 77 in- 
stances (85%), classified under reserves in 
10 statements and included as unclassified 
liabilities in four cases. The amount was not 
indicated in 42 items. 


Reserves for Inventories—It is not usually 
the practice to use a reserve to write down 
an inventory, but it may properly be re- 
sorted to where it is inadvisable to disturb 
the book figures. Another use is to make 
proper allowance for anticipated losses upon 
liquidation of the inventory beyond the 
losses already provided for at the date of 
the balance sheet, as in a period of rapidly 
declining prices. The first should be a charge 
to revenue and the last to surplus, the re- 
serve created in the latter case being an 
appropriated surplus reserve.?° 

Fifty inventory reserves were observed in 
44 statements, 37 deducted from the inven- 
tories, 9 listed under reserves, and 4 in- 
cluded as unclassified items on the liability 
side. None was classified under net worth. 

Miscellaneous Valuation Reserves—Other 
valuation reserves covered included: re- 
serves for collection expenses, in 8 state- 
ments, 6 being on the liability side; re- 
serves for discounts, appearing 57 times, 
always in combination with other reserves, 
deducted in 53 cases under assets; reserves 
for foreign exchange, in 24 statements, 5 
deducted from assets and the balance on the 
liability side; and separate reserves for ob- 
solescence in 5 statements, 3 as a reserve, 
one an unclassified liability and one deduct- 
ed from assets. 


PROVISION FOR CONTINGENCIES 


Reserves were used to provide for con- 
tingencies in 44% of the statements. The 
classification of these reserves follows: 


Unclassified among the liabilities 136 52.7% 
Reserves 112 «48.4 
Net worth 4 1.6 
Current liabilities 2 8 
Other liabilities 1 4 
Deferred credits 1 4 
Current assets 1 4 
Other assets 1 3 
Totals 258 100.0% 


To designate the item, the expression 
“Reserve for contingencies” was used most 


20 Finney, H. A., Principles of Accounting, Vol. 1, 
Prentice-Hall, Inc., New York, 1934. Montgomery, 
R. H., Auditing Theory and Practice, 5th Ed., pp. 430- 
$1; Streightoff, F. H., Advanced Accounting, p. 72; 
Taylor and Miller, Intermediate Accounting, p. 119. 
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frequently, in 57.4% of the total items, fol- 
lowed by “For contingencies,” 18.8%, and 
“Contingencies,” 10.8%, the latter two 
being used when classified under reserves. 

These titles suggest the obvious criticism 
that the stockholders and others are usually 
kept in complete ignorance as to the real 
purpose of the reserve. Such a reserve lends 
itself to such extremes as covering up a lia- 
bility the amount of which may not be 
known within a few dollars, or evaluating 
some asset, as investments, so greatly over- 
valued that to acknowledge it might bring 
discredit upon the officers and directors, or 
appropriating surplus for the sole purpose 
of deceiving stockholders as to their true 
equity and the accumulated profits available 
for dividends. No doubt many reserves cover 
all three purposes mentioned, in which case 
it can only be suggested that they should 
have been broken down accordingly and 
classified properly. 

It is not intended to condemn all con- 
tingency reserves, for many, no doubt, are 
wisely provided, and at times it may not be 
advisable to disclose the purpose of the re- 
serve. The large number, however, invites 
criticism. In speaking of such reserves, one 
writer states that “Such accounting should 
not be carried too far, however. There is no 
particular virtue in an appropriation of sur- 
plus as a reserve for possible losses except in 
those cases where there is specific reason for 
anxiety and some basis upon which to esti- 
mate the amount of the possible loss. The 
entire surplus might be transferred to an 


account labeled ‘reserved for possible bank- 
ruptcy’ or some similar caption, but there 
would obviously be little point to any such 
accounting. The mere accumulation of sur- 
plus as such is ordinarily an adequate ex- 
pression of the conservatism of the manage- 
ment.’ 

Many types of contingencies can best be 
provided for in footnotes to the balance 
sheet, particularly where the amount is not 
known or ascertainable, or uncertain.” Con- 
tingencies commonly covered by footnotes 
include unpaid cumulative dividends on pre- 
ferred stock, notes and accounts receivable 
discounted,” guarantees of various kinds, 
contracts not completed, letters of credit, 
claims, options and warrants, sinking fund 
obligations, taxes and leases. 

Of a total of 330 contingency items, 54.2% 
were shown in footnotes, 38.5% in the bal- 
ance sheets, and 7.3% in the audit reports 
or certificates. While the auditor can best 
protect himself by including such contin- 


21 Paton, W. A., Accounting, The Macmillan Co., 
New York, 1924, pp. 729-34. 

2 Sanders, T. H., Reports to Stockholders, The Ac- 
counting Review, Vol. rx, No. 3, September, 1934, p. 217. 
Kester, Roy B., Advanced Accounting, Third Revised 
Edition, The Ronald Press Company, New York, 1933, 
pp. 410-15. Hatfield, Henry Rand, Accounting, Its 
Principles and Problems, D. Appleton and Company, 
New York, 1927, pp. 234-38. Finney, H. A., Principles 
of Accounting, Vol. 1, Prentice-Hall, Inc., New York, 
1934, pp. 49, 173, 364-66. 

23 It is not to be inferred that this method of handling 
notes and accounts receivable discounted is approved. 
The amount of such items is always ascertainable, and 
it could, therefore, be more properly incorporated in the 
balance sheet itself. This was done, however, in less than 
half of the cases (30 out of 62). 


Amount of 
Provision made in Contingency 
Contingencies provided for Total 
Number Balance Foot- Audit Shown Not 
Sheet note Report Shown 

Cumulative dividend on preferred stock 93 50 42 1 31 62 
Notes and accounts receivable discounted 62 30 30 2 61 1 
Guarantees in connection with subsidiaries 41 10 30 1 38 3 
Guarantees, endorsements, etc. 34 16 16 2 34 = 
Contracts to purchase properties, stocks etc. 21 1 15 5 19 2 
Letters of credit 20 5 11 4 19 1 
Lawsuits and other claims 18 4 9 5 5 13 
Options and warrants 18 6 11 1 10 8 
Sinking fund obligations 9 2 7 _— 2 e 
Taxes 8 1 5 2 4 4 
Leases 6 2 3 1 4 2 
Totals 330 127 179 24 227 103 
Percentages 100% 38.5% 54.2% 7.38% 68.8% 31.2% 
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Classification and Terminology of Individual Balance-Sheet Items 


gencies in his certificate, it would be well 
that they be mentioned also in connection 
with the balance sheet, since the certificate 
may not always be read. The amounts of 
these contingencies were given in 68.8% and 
omitted in 31.2%. As pointed out previously, 
the amount often cannot be ascertained at 


Deducted 
Reserve for: Total from 
assets 
Abandonment, adjustment and 
revaluation of assets 25 5 
Advertising and promotion 13 1 
Purchase commitments and losses 24 
Containers 4 
Coupons, stamps 
Development and experimental 
expense 7 1 
Guarantees, adjustments, etc. 12 
Insurance 143 
Operating 15 
Premium and discount on bonds + 1 
Repairs, renewals, maintenance 34 3 
Pensions, annuities 31 
Miscellaneous 21 
Totals 340 ll 


the date of the balance sheet. The detailed 
analysis is shown at the foot of page 342. 

One of the most important of contingency 
items is the unpaid cumulative dividend on 
preferred stock. Here the officers of the com- 
panies can be a great deal more helpful to the 
readers of their statements by being more 
specific, that is, stating the exact amount of 
the arrearage. This was done in only one- 
third of the statements, and in the remaining 
two-thirds the reader was compelled to 
make some calculation to ascertain the 
amount. In 54 of 62 statements where the 
amount was omitted, the only information 
given was the date to which all dividends 
had been paid. In 45.2% the contingency 
was shown as a footnote, and in 34.4% in 
connection with preferred stock. The latter 
is preferable. The details follow: 


343, 


SUNDRY RESERVES 


Although 340 reserves were included un- 
der this title, the actual number of sundry 
reserves in the statements is very much less 
because in many cases several are combined 
under one title. The types of reserves and 
classification in the balance sheets are sum- 
marized below: 


Net Mised- 
liabili- sified Reserves 
ties liabilities worth —_laneous 
10 8 1 1 
6 6 
3 1 10 
4 
3 @ 2 
@ 4 
1 3 | 1 
5 52 79 7 
1 5 8 1 
1 2 
5 26 
8 20 3 
4 9 8 
14 106 185 10 14 


Because of the extent to which unrelated 
items are combined in the same reserve for 
balance-sheet purposes, and possibly also on 
the books, and the paucity of information 
concerning their origin and justification, it 
is impossible to pass judgment upon them. 
No doubt it was the massing of various items 
under one heading with apparently little re- 
gard to proper classification, and with less 
regard to proper terminology, which led one 
writer to exclaim that “If there is any sub- 
ject inside or outside the field of accounting 
that is beset by so many confusions, com- 
plications, and contradictions as that of 
‘reserves, I have yet to hear of it.”™ 
Whether or not it is necessary to consolidate 
such items to the extent to which it is car- 


% Strain, Myron M., “Reserves,” Certified Public 
Accountant, March, 1933, Vol. x11, p. 167. 


Amount Amount 
Classification given not given Total 
As a footnote 20 22 42 45.2% 
In connection with preferred stock to which it applied 2 30 32 34.4 
Shown short on liability side 9 9 18 19.4 
In auditor’s certificate | 1 1.0 
Totals $1 62 93 100.0% 
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ried, if the company officers and directors 
wish to keep the public and stockholders 
properly informed as to what has taken 
place, they could well follow the example of 
the General Cable Corporation in giving a 
brief analysis of the changes which have 
taken place in the various reserves during 
the year, showing the source of additions to 
the reserves and the amounts charged 
against them. 
NET WORTH 


Capital Stock—Common and _ preferred 
stocks are usually set out in the balance 
sheet with considerable detail as to shares 
authorized and shares outstanding, with the 
unissued shares either indicated or easily 
ascertainable from the data given. Pre- 
ferred stock, however, is insufficiently de- 


Reserves for Total 
Appropriated surplus 7 7 
Sinking funds 11 4 
Dividends 9 2 
Purchase and retirement of stock 24 22 
Premium and discount on stock 13 9 
Extension and expansion 7 

Totals 71 44 


scribed in most cases. It would be decidedly 
advantageous if the stock were described as 
cumulative or non-cumulative, and partici- 
pating or non-participating, with unusual 
conditions explicitly set forth, so as to leave 
nothing to conjecture. The great variety of 
terms used can only be confusing, especially 
to the layman, for it may be presumed that 
the differences in nomenclature between 
several statements of what purports to be 
the same thing suggest some important but 
unstated differences in the stocks them- 
selves. 

Surplus—The equity of stockholders is 
not completely stated without the inclusion 
of all surplus items, be they reserved or free, 
in the net-worth section. This will include 
all unappropriated earned and unappro- 
priated capital surplus items, concerning 
which there is general agreement as to 
classification, and the appropriated surplus 
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items. It is with the latter that the ac- 
countant should be chiefly concerned, for 
the stockholders’ chief interest in the annual 
report is their equity in the company, and 
for this purpose a greater distortion of the 
financial picture can occur because of the 
improper handling of these items than any 
others. The information given to the stock- 
holders and the public is often so meagre 
that they are in no position to ascertain 
which items represent true reservations of 
surplus, the effect of which is a withholding 
of available earnings for distribution in the 
form of dividends, for one purpose or an- 
other, and those items which represent valu- 
ation reserves or liabilities. 

A summary of the various reserves which 
seem to come under the category of surplus 
reserves and their classification follow: 


Unelass- Cyrrent Deducted 
Reserves ified —jiabilities laneous 
liabilities assets 
3 2 1 1 
3 3 1 
1 1 
1 2 1 
5 2 
13 9 2 1 2 


It will be observed that only 44 out of 71 
were classified under net worth, the others 
being distributed in other sections of the 
balance sheet. When 7 reserves for sink- 
ing funds out of 11 are excluded from the 
net-worth section, it leads one to believe 
that the true nature of such a reserve is en- 
tirely misunderstood. If they are not appro- 
priated surplus items, a proper explanation 
is certainly in order. 

The classification of the surplus (or 
deficit) items in the statements follows: 


On asset side 6 
Under “Surplus” 59 
Under net worth 309 
Capital and surplus shown together as one figure 12 
Surplus as unclassified item on liability side 178 


Capital surplus only, earned surplus having been 
wiped out 
ae a and earned surplus wiped out; capital 
eficit 
No capital or surplus; all wiped out 1 


Total 587 
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Depreciation Under the Income Tax 


Out of 73 deficit items, 53 were classified 
under net worth, five under surplus, eight 
were shown as unclassified items on the lia- 
bility side, and seven on the asset side. (In 
addition to the six items listed above as 
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having been included with the assets, the 
excess of the liabilities over the assets, 
covered by the last item in the table above, 
was also included on the asset side.) 


DEPRECIATION UNDER THE INCOME TAX 


EpWARD J. 


ucu of the development in the ac- 
M counting for depreciation and many 

of the accepted concepts of depre- 
ciation are of comparatively recent origin. 
However, the necessity for recovering the 
exhausted capital outlay before profits can 
be claimed has long been understood by 
many persons operating their own enter- 
prises. In a recent article, Hatfield calls at- 
tention to the work of Vitruvius written in 
the first century B.c., wherein is laid down 
the rule that in valuing a masonry wall, one- 
eightieth of the cost should be deducted for 
each year the wall has stood. 


PROVISIONS IN THE BRITISH STATUTES 


Early reports of the railroads show that 
provision was made for fixed assets wearing 
out; and in Parliamentary Debates we read 
that joint-stock companies, whose accounts 
were made up under the direction of audi- 
tors, were required to set aside a certain 
sum for the depreciation of machinery. But 
the early Income Tax Acts did not provide 
for the depreciation of assets. When they 
did begin to take cognizance of this deduc- 
tion it was through an allowance for repairs. 
It was some years before depreciation was 
recognized, even in practice, as something 
apart from repairs. England began her in- 
come tax, as such, by the Act of 1798, yet it 
was not until the act of the following year 
that even an allowance for repairs was 
made. 

The deductions allowed, divided into 
general and particular deductions from in- 
come, were specified in the Form of Return. 
The amount for repairs was limited in the 
case of the farm buildings of a homestead 
to 8% of the annual value, and where the 


KIRKHAM 


farm was occupied by a tenant, to 3%. In 
the case of non-farm houses and buildings, 
the allowance for repairs was limited to 10%. 
The Income Tax Act of 1803 differed from 
the previous Acts in several respects. No 
general return of income from all sources 
was required, particular returns of income 
from various sources being substituted. The 
tax was, in effect, divided into five parts, 
each having relation to income derived from 
particular sources. The following schedules 
were set up: (1) Schedule A, the tax on 
owners of land, including houses; (2) Sched- 
ule B, the tax on farmers, including owners 
of land in occupation thereof, in respect of 
their profits exclusive of products con- 
cerned; (3) Schedule C, the tax on fund- 
holders, was imposed upon all profits arising 
from annuities, dividends, and shares of 
annuities payable out of the public revenue; 
(4) Schedule D, although not the last in 
number, was, in effect, the final schedule in 
the scheme of the tax because it contained 
what has been termed the “sweeping clause.” 
The schedule was divided into two 
branches. Under the first, persons residing 
in Great Britain were charged upon income 
from “property situated in Great Britain or 
elsewhere, or from any profession, trade or 
vocation carried on in Great Britain or else- 
where.” Under the second, all other persons, 
viz., non-residents in Great Britain, were 
taxed only on income arising in Great 
Britain or any profession, trade, employ- 
ment, or vocation exercised in Great Britain. 
Finally Schedule E, charged income from 
any public office or employment, from an- 
nuities, pensions or stipends payable by the 
Crown or out of the public revenue.! 


1 Dowell, Income Tax Laws (5th Edition), p. xlviii. 
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The Act of 1806 made several changes in 
the previous laws but the only one of interest 
here was the elimination under Schedule A 
of the allowance for repairs to houses. That 
allowance was not reintroduced until 1894. 
The reason for the immediate abandonment, 
as stated in the Guide Book, was that it had 
been found to be “so inadequate and to 
operate so inequally, and to be demanded in 
many cases where the repairs were done by 
the tenants.” 

Until the tax expired in 1816, no further 
changes were made in the law and no de- 
mand was made upon the government to 
allow for depreciation. 

Industrial life changed in the period from 
1816 to 1842 and when an income tax was 
again introduced into the British fiscal sys- 
tem it was necessary to make changes to 
provide for these new developments. 

The allowance for repairs under Schedule 
D was governed by Rule 3 of Section 100, 
as follows: 


In estimating the balance of profits and gains 
chargeable under Schedule D, or for the purposes 
of assessing the duty thereon, no sum shall be 
set against or deducted from, or allowed to be set 
against or deducted from, such profits or gains, 
on account of any sum expended for repairs of 
premises occupied for the purposes of such trade, 
manufacture or adventure or concern, nor for any 
sum expended for the supply or repair or alteration 
of any implements, utensils, or articles employed 
for the purposes of such trade, manufacture, or 
adventure or concern beyond the sum usually 
expended for such purposes according to the 
average of the three years preceding the year in 
which such assessment shall be made... ; nor 
on account of any capital withdrawn therefrom; 
nor for any sum employed or intended to be 
employed as capital in such trade, manufacture, 
adventure or concern; nor for any capital em- 
ployed in improvement of premises occupied for 
the purposes of such trade, manufacture, adven- 
ture, or concern... 


There were many glaring defects in this 
Act as well as the Acts of the preceding 
period due to their intended temporary na- 
ture. The fact that year by year the prop- 
erty was wearing out in spite of repairs and 


? Guide to the Property Tax Act, 1806, p. 13. 
3 Income Tax of 1842. 


would eventually need replacement did not 
occur to the makers of the law as an im- 
portant item since each Finance Act was 
thought to be the last one that would in- 
clude an income tax. 

The fact that the law did not permit an 
allowance in respect to the exhaustion or 
consumption of a part of the assets of a 
concern soon gave rise to discussions of the 
problem, especially in the case of mines. 
Deductions were allowed for the actual re- 
placement of utensils or plant used in the 
business but not for the using up of the 
mineral deposits. Complaints by the owners 
of mines were heard by the Select Com- 
mittee of 1851 and the draft report, pre- 
pared by the Chairman (Mr. Hume) asked 
the Committee to state “that in respect to 
property in canals, docks, railways, and 
other works, as well as in mines and quarries 
which may be exhausted, the assessment is 
also unjust, as the tax is in many cases 
levied not on the profit only, but on a part 
of the capital.” But the Committee made 
no recommendations and thus the proposal 
came to naught except for the passing in- 
terest it created. 

The Select Committee of 1861 listened to 
testimony on the taxation of mines; the 
witnesses agreeing generally to the injustice 
of the existing practice, although they could 
not agree upon a remedy. The Chairman 
regarded as one of the most serious defects 
of the law the fact that capital, in the course 
of realization through the working of mines, 
was taxed in the assessment of the entire 
value of the mine’s produce. Mr. Hubbard, 
as Chairman, proposed to allow in the case 
of rents or royalties from “metallic mines,” 
one-fifth part of the annual value as a de- 
duction, and one-tenth part in case of 
“earthy mines” and “quarries.” He also 
proposed a deduction of one-sixth in the 
assessment of the annual value of the build- 
ings, which allowance, he calculated, would 
not merely cover repairs and insurance but 
also provide a fund to replace the building 
when decayed by age. Mr. Hubbard no 
doubt realized that assets wear out and he 
was no doubt cognizant of the fact that they 
must be replaced if the business was to con- 


tinu 
that 
vide 
plac 
ever 
Con 
defit 
mat 
vine 
for 
was 
allo 
dim 
Beg 
cast 
I 
and 
cen 
dep 
was 
in | 
nev 
sen 
cap 
cap 
Th 
wit 
all 
Pre 
un 
for 
em 
wa 
fac 
as 
18 
iro 
fre 
bu 


Depreciation Under the Income Tax 347 


tinue as a going enterprise. He considered 
that the only logical thing to do was to pro- 
vide a fund against the time when this re- 
placement would become necessary. How- 
ever, the report was not accepted by his 
Committee which in the end came to no 
definite conclusion on this or any other 
matter. 

Since there were those who were con- 
vinced that an allowance should be made 
for the exhaustion of a mineral deposit, it 
was an added grievance that nothing was 
allowed for the sinking of shafts or for the 
diminished value of those already sunk. 
Beginning in 1875, there was a series of 
cases in the courts pertaining to these points. 

In Addie & Sons v. Solicitor of Internal 
Revenue,‘ the court provided that in ascer- 
taining the profits from the business of coal 
and iron-masters the deduction of a per- 


. centage claimed for (1) sinking pits, and (2) 


depreciation of buildings and machinery, 
was not allowable. The Lord President said 
in passing judgment that “the making of a 
new pit in a trade of this kind is in every 
sense of the term just an expenditure of 
capital. It is an investment of money, of 
capital, and must be placed to the capital 
account in any properly kept set of books.” 
This described the attitude of the courts 
with respect to any claim for a depreciation 
allowance. Reliance was placed by the Lord 
President on the third rule as to concerns 
under Case I and II of Schedule D, which 
provided that no deduction was to be made 
for “any sum employed or intended to be 
employed as capital.” 

In 1876, the case of Forder v. Handyside5 
was decided. It is advisable to review the 
facts and decision here since this case served 
as the rule until the Income Tax Act of 
1878 became operative. 

The company, carrying on business as 
iron-founders, set aside, in accordance with 
their articles of association, a sum of money 
from their net profits for the depreciation of 
buildings, fixed plant and machinery. In 
making a return of their annual profits or 
gains under Schedule D they claimed a de- 


41 Tax Cas. 1 (1875). 
5 (1876) 1 Ex. D. 233; 1 Tax Cas. 65. 


duction of this amount. During the period 
under review the company had written off 
repairs actually executed which, according 
to the law, they were entitled to do. The 
company claimed that the sums expended 
in repairs could not entirely replace the de- 
preciation which had occurred and they 
were thus justified in writing an amount off 
as an additional deduction. The majority of 
the Commissioners were of the opinion that 
persons in trade were entitled to write off 
from their profits each year a sum for de- 
preciation, and that the amount claimed in 
this case was in every respect just and 
reasonable and thus allowable. But the Sur- 
veyor, being dissatisfied with their decision, 
began suit to obtain the opinion of the court, 
the question being whether or not the claim 
should be allowed. 

After reviewing the facts of the case and 
stating the law upon which the case was to 
be decided, the court held that where a com- 
pany of iron-founders set apart a sum of 
money from their net profits for deprecia- 
tion and claimed to deduct such sum from 
their return for income tax purposes, that 
such a deduction was contrary to 5 & 6 
Vict., c. 35, Sec. 100, Case 1, Rule 3, as the 
amount set aside was, in effect, an addition 
to capital. Mr. Justice Heddleston, also sit- 
ting upon the bench, agreed that a prudent 
person would put something by for renewals 
but if the rule in Addie & Sons v. Solicitor 
was correct, then this was capital and came 
under the third rule of the section and could 
not be deducted for the purposes of the 
income tax. He was therefore forced to con- 
cur with the majority opinion. 

Although the Act of 1842 did not mention 
depreciation, the practice became more lib- 
eral than the letter of the law. In 1877 in 
the House of Commons an amendment to 
the Act of that year was proposed which 
provided that, in addition to the deduction 
allowed from the profits or gains for the 
supply, repair or alteration of implements, 
utensils or articles used for the purposes of 
manufacture, a reasonable sum from such 
profits or gains be deducted to offset the 
depreciation arising from the wear and tear 
of such implements, utensils or articles. 
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In support of this amendment it was 
pointed out in the debates that, under a 
Treasury Minute issued several years prior 
to this discussion, those who had property 
in ships were allowed to deduct depreciation 
of 10 to 15%, but that any person being a 
printer, spinner, weaver or in any other 
trade was obliged to add back to the balance 
of profit any depreciation previously de- 
ducted. 

Despite the apparent reasonableness of 
the proposed amendment, the Chancellor of 
of the Exchequer said in reply to an interro- 
gation that an allowance was then being 
made which came to substantially the same 
thing as that now asked—namely, a deduc- 
tion for repairs and other fixed charges over 
a period of three years; but that to go further 
and allow depreciation was an unreasonable 
proposal, for it would, in fact, be allowing 
the deduction twice over. He also indicated 
that there was no standard by which depre- 
ciation could be tested, but that the Govern- 
ment was most anxious to deal fairly with 
each case brought before it.® 

Even though the amendment was de- 
feated by a majority of thirty-five votes, 
the reply by the Chancellor is interesting, 
especially the phrase “for it would, in fact, 
be allowing the deduction twice over.” It is 
true that, in so far as a portion of the three 
years’ average was made up of extraordinary 
repairs, any deduction for depreciation 
would embody, to some extent, a duplica- 
tion of allowances as he claimed and should 
not be permitted. It does not follow, how- 
ever, that allowable deductions for both 
the payments for repairs and the accrued 
depreciation could not be made in the same 
case. Property that has been subjected to 
use, even though maintained in serviceable 
condition by repairs, has a shortened ex- 
pectancy of useful life. In such a case there 
should be a deduction for the payment of 
repairs made and for depreciation as well 
even though the repairs may have had the 
effect of prolonging the life of the asset. 

The same question arose the following 
year. Led by the evidence of the prior year 


6 Hansard’s Parliamentary Debates, Vol. ccxxxtv, 
pp. 310-11. 


the Chancellor had made inquiries regarding 
what could be done in the matter of an 
allowance for depreciation. In the different 
enterprises the practices adopted were found 
to be extremely various. In the case of ship- 
ping property the department of Inland 
Revenue allowed depreciation; for railway 
plant and for much machinery used in 
private establishments it was sometimes 
allowed. In other cases no allowance of any 
nature was made because the Commissioners 
did not think themselves authorized by law 
to permit it. The practice of allowing a de- 
duction in one district and not in another 
on the same type of property served to make 
an inherently inequitable procedure even 
more unjust. 

The rule laid down in Forder v. Handyside 
was therefore altered by the Customs and 
Inland Revenue Act of 1878, which, by 
Section 12 provided: 

Notwithstanding any provision to the contrary 
contained in the Act relating to the Income Tax, 
the Commissioners for general and specific pur- 
poses, shall in assessing the profits or gains of 
any trade, manufacture, adventure or concern in 
the nature of trade chargeable under Schedule D, 
or the profits of any concern chargeable by refer- 
ence to the rules of that Schedule, allow such de- 
ductions as they may think just and reasonable 
as representing the diminished value by reason of 
wear and tear during the year of any machinery 
or plant used for the purposes of the concern and 
belonging to the person or company by whom the 
concern is carried on; and for the purpose of this 
provision where machinery or plant is let to the 
person or company by whom the concern is car- 
ried on or upon such terms that the person or 
company is bound to maintain the machinery or 
plant, and deliver the same over in good condition 
at the end of the term of the lease, such machinery 
or plant shall be deemed to belong to such person 
or company. 

And where any machinery or plant is let upon 
such terms that the burden of maintaining and 
restoring the same falls upon the lessor he shall 
be entitled, on a claim made to the Commissioners 
for general and special purposes in the manner 
provided by Section 61 of the Act of the fifth and 
sixth years of Her Majesty’s reign (Act of 1842) 
to have repaid him such portion of the sum which 
may have been assessed and charged in respect 
of the machinery or plant and deducted by the 
lessee on the payment of the rent, as shall repre- 
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sent the income tax upon such an amount as the 
Commissioners may think just and reasonable as 
representing the diminished value by reason of 
wear and tear of such machinery or plant during 
the year, Provided, that no such claim shall be 
allowed unless it shall be made within twelve 
calendar months of the year of assessment.” 


Certain features of this section are worthy 
of note. The deduction is allowed in respect 
of plant and machinery but nowhere in the 
Act do we find what is embraced in this con- 
cession. It is quite evident that the term 
was deliberately adopted for the purpose of 
confining the allowances to a particular class 
of assets. Implements and utensils were pro- 
vided for by an allowance of the average 
sums expended in supplying, repairing or 
altering them. Expenses connected with 
premises and similar forms of capital were 
in no case to be deducted. Machinery and 
plant may therefore be roughly described 
as a middle class of assets, standing between 
implements and utensils on one hand and 
warehouses, minepits, etc., on the other. 
Among implements must be placed the type 
of the printer, the pickaxes of the contractors 
and the lamps of a gas company. Printing 
machines, steam-engines, trams and ships 
were to be considered as part of the middle 
class of assets. 

The second matter for consideration is 
the meaning of “wear and tear.” The term 
was not used to include every decrease in 
value but only that caused by “physical 
deterioration.”” The Special Commissioners 
refused an allowance in respect of certain 
new plant on the ground that during the 
first five years of its life that plant required 
no repairs and was therefore of the same 
value as when it was new. The case was 
upheld upon appeal.® 

It had long been complained that real 
estate was assessed under Schedule A at its 
gross instead of its net income. The Act of 
1894 provided that the assessment might be 
reduced by one-eighth in the case of farm 
lands with buildings thereon, and by one- 
sixth in the case of other buildings, so as to 


741 & 42 Vict., c. 15. 
8 Caledonian Railroad Co., v. Banks (1800) 1 Tax Cas. 
487. 
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permit deductions for repairs. This was 
recognized at once as a substantial conces- 
sion to the landowner and a decided im- 
provement in the tax itself. 

Although nothing was specifically said on 
the point, it may be inferred that the allow- 
ance was intended to cover the eventual 
replacement of the buildings. Sir Wm. Har- 
court stated in the House of Commons that 
the rate of allowance was taken pursuant to 
Mr. Hubbard’s recommendations of 1861, 
and reference to these proposals shows that 
he used the figure of one-sixth of the gross 
annual value as an amount calculated to 
cover the “ultimate renewal of the fabric 
when decayed by age,” as well as repairs. 

In the case of trade buildings occupied by 
their owners and used for securing income 
and not for residence, the difficulty was not 
entirely met by the one-sixth allowance 
even to the extent of structural decay. The 
deductions allowed for Schedule D were 
confined to the net Schedule A figure so 
that full tax was paid on the whole profits 
under the two schedules without any allow- 
ance for eventual replacement. Actual out- 
lay, as may have been charged in the rev- 
enue accounts, was the only allowance made. 
This method of assessment effectively pre- 
cluded any “decay” allowance. 

The Select Committee of 1905 reported 
as follows on the definition of “wear and 
tear” as found in the Act of 1878: 


The interpretation of this enactment has 
formed the subject of more than one reference by 
the courts, and even now it does not appear to be 
quite clear whether the judicial decisions ob- 
tained require the section to be read as meaning 
no more than this, that loss by depreciation may 
be allowed, even though no expenditure has been 
incurred in making it good by repairs, or meaning 
that, after all damages have been made good by 
repairs, short of renewals, a further allowance 
may be made in respect of the imperceptible and 
irremediable deterioration due to age. 

The opinion of the Board of Inland Revenue 
and the practice follows the latter and more liberal 
interpretation which seems to us the correct one. 


The opinion was quite reasonable. The 
same idea is now succinctly stated in Hat- 


§ Hansard’s Parliamentary Debates, 1894. 
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field’s classic sentence: “‘All machinery is on 
an irresistible march to the junk heap, and 
its progress, while it may be delayed cannot 
be prevented by repairs.” 

In 1897, the Association of Chambers of 
Commerce, mainly at the instigation of the 
Leicester Boot and Hosiery Trades, sent a 
memorial to the Chancellor of the Ex- 
chequer pointing out that in certain trades 
continual improvement in business ma- 
chines was being made, and that in order to 
keep abreast of the times and competitors 
machinery had to be scrapped and replaced 
long before its useful life was completed. 
According to the law, the assessors were not 
permitted to make any allowance for ob- 
solete machinery and they prayed that the 
law be altered to permit such a deduction. 
In answer to the memorial, the allowance 
for obsolete machinery was instituted “in 
practice” in 1897, but no steps were taken 
to bring this concession before the public. 
In fact it was not even brought to the atten- 
tion of the Commissioners. A portion of the 
communication is quoted: 


. .. that where a claim is made in respect of the 
introduction of more modern machinery in a 
factory, no objection is to be taken to the allow- 
ance, as a deduction from the assessable profits 
of the year, of so much of the cost of replacement 
as is represented by the existing value of the 
machinery replaced. Any excess in the cost of new 
machinery over the actual present value of the 
old, is an addition to the capital of the business 
and cannot be properly regarded as a charge upon 
revenue for the purposes of income tax assess- 
Ine... 


Several features of this correspondence is 
worthy of note but they will be deferred 
until later in the article. As introduced into 
the law, the allowance was practically the 
same as was provided in this letter. 

It is necessary, at this point, to note in 
British practice that the allowance is not 
permitted as an ordinary trading expense 
deductible before arriving at the balance of 
profit and striking the average of the three 
years upon which the tax is assessed. It is 


10 Saunder, Income Tax and Super-Taz, 1923, p. 
168. 


deducted from the average profits. For the 
purposes of the income tax, any deduction 
for depreciation as an expense made by the 
trader must be added back to the profits 
figure. A separate, special claim is then 
made to the Commissioners for an allowance 
on account of depreciation. The Commis- 
sioners determine the “just and reasonable” 
sum to be allowed, and after deducting the 
sum, the balance is the assessable profit 
under that Schedule. In this way the capital 
value of the plant and machinery upon 
which the allowance is calculated often 
differs from the value appearing upon the 
books of the concern. This may arise in 
two ways: (1) the rate at which depreciation 
is written off in the accounts year by year 
may exceed the rate allowed for wear and 
tear; in that case the amount allowed as a 
deduction for income tax purposes is smaller 
than that appearing upon the books as an 
expense, and (2) the rate at which deprecia- 
tion is written off in the accounts may be 
less than the rate allowed for wear and tear; 
in that case the amount allowed as a deduc- 
tion for income tax purposes is greater than 
that appearing on the books as an expense." 

Various grievances arose because the de- 
preciation deduction was deducted from the 
average of profits. In a typical case where in 
bad years an average fell to £500, and the 
“just” allowance for wear and tear was 
£1000, the assessment stood £500 minus 
£500. Or, if the average for the three years 
was a loss, no part of the £1000 could be 
deducted. The Finance Act of 1907 allowed 
the unused balances to be carried forward 
indefinitely to future years until they were 
exhausted and thus gave another indication 
that the income tax had come to stay. 

An example will clearly illustrate the 
principle of carrying a balance forward. 
Accounts are made up as of December 31 
and the profits are as follows: 


Year to 
December 31,1907......... £3000) 
December 31,1908. ........ 1200| Average | Average 
December $1,1909......... 120( £1440 £3440 
December 31,1910......... 9000 


11 The capital value is usually taken as of the last 
day of the three years upon which the average is taken. 
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The assessment for 1910-11 would be 
made on the average profits of the three 
years ending December, 1909, which is 
£1440. The 1911-12 assessment would be 
based on the average of the three years end- 
ing December, 1910, which is £3440. The 
value of the machinery and plant account, 
as written down for income tax purposes, 
stood at £40,000 on the 31st of December, 
1909, and the allowable depreciation was 
5%. This expense was £2000 (£40,000 X .05) 
for 1910-11. 

The 1910-11 tax assessment then would 
be as follows: 


£ 
Average assessable profits.................... 1440 
Less depreciation allowed................... 2000 
Depreciation carried forward 560 


The average profit for use in the 1911-12 
assessment is £3440. From this deduct de- 
preciation carried forward and the deprecia- 
tion for the year of assessment. The plant 
and machinery account is as follows: 


£ £ 
$ist December, 1909............... 40 ,000 
Less depreciation (1909-10)......... 2,000 38,000 
Plus additions less sales in year to 
December, 1910............. 6,000 
Value at December 31st, 1910. ..... 44,000 


Depreciation at 5% = £2200 


The assessment would be made as follows: 


£ £ 
3,440 
Less depreciation carried forward... . 560 
And depreciation for the year........ 2200 =2,760 
Assessable profit 1911-12......... 680 


Had the assessment for 1911-12 been in- 
sufficient to cover the allowable deprecia- 
tion, the balance unallowed would be carried 
forward indefinitely until the profits would 
permit the set-off. 

The pressure of operating under war-time 
conditions and the heavy rates of income 
and excess profits taxes worked a revolution 
in income tax history at this point with 
respect to depreciation. 

The original Excess Profits Duty statute 
contained the following comprehensive pro- 
Vision : 


Deductions for wear and tear or for any ex- 
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penditure of a capital nature for renewals, or for 
the development of the trade or business or other- 
wise in respect of the trade or business, shall not 
be allowed except such as may be allowed under 
the Income Tax Act, and if allowed shall be of 
only such an amount as appears to the Commis- 
sioners of Inland Revenue to be reasonably and 
properly attributable to the year or accounting 
period.'? 


This rule in effect limited the deduction 
to the same amount which was deductible 
for income tax purposes, but the section 
must be read in connection with another, 
Section 40 (3), which permitted special 
treatment in special cases. 

Under the Income Tax Law no objections 
were usually made to variations in the 
amount expended for renewals and repairs 
from year to year, as it was considered im- 
material in the long run whether such re- 
newals were charged in one year or over a 
period of years. However for the purpose of 
the excess profits tax, the time of charging 
the renewals was important and the Board 
insisted upon adjustments. Thus if an asset 
was renewed once every twenty years and 
the whole expenditure was allowed for in- 
come tax purposes when incurred, an ad- 
justment was necessary in order to obtain a 
proper comparison of the earnings of the 
pre-war period with the earnings of the 
taxable period. Otherwise the result might 
show an artificially low pre-war earning or 
an artificially low profit during the war 
period. In the cases in which a claim was 
made and admitted that the depreciation 
allowances were inadequate, the pre-war 
income was adjusted according to the new 
rate in order to provide a proper basis for 
the comparison. But where the rate of de- 
preciation was considered adequate in the 
past but inadequate in the year of taxation, 
greater allowance was granted in that year 
without readjustment of the pre-war allow- 
ance. 

Ordinarily depreciation allowances under 


‘ oe ce (No. 2) Act, 1915, Fourth Schedule, Part 
ie 
13 It should be noted that the phrase reads “such as 
may be allowed.” This was not interpreted to mean 
“what have been allowed.” 
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the Income Tax are limited to plant and 
machinery. Consequently, if depreciation 
was desired for other items, it was necessary 
to proceed by way of an appeal under Sec- 
tion 40 (3). This introduced great elasticity 
into the system. Such petitions could be pre- 
sented when, among other things, there was 
loss due to “the postponement or suspension 
as a consequence of the present war, or re- 
newals or repairs, or to exceptional depre- 
ciation or obsolescence of assets employed 
in the business or trade after the termination 
of the war." 

It should be pointed out that whereas 
ordinary depreciation was limited to plant 
and machinery this special section applied 
to exceptional depreciation or obsolescence 
of assets employed in the trade or business. 
It is also apparent that the assets subject 
to allowance for unusual depreciation or ob- 
solescence did not need to be property 
specifically purchased for the manufacture 
of war materials. Any asset in the taxpayer’s 
business adversely affected by the war came 
within the scope of the provision. 

The extent of the loss which could be de- 
preciated or amortized for the purposes of 
Excess Profits Duty was established on a 
liberal basis. The rule was that the amount 
subject to depreciation was the difference 
between “war value” (that is, the value of 
the assets at the beginning of the first ac- 
counting period when the Excess Profits 
Duty began to apply or the cost price if 
acquired after that date) and the “post-war 
value” (that is, the market value of the 
asset at the end of the last accounting period 
subject to the tax or some other post-war 
date later fixed). In other words, the total 
diminution of the value of the assets due to 
war conditions and occurring over the period 
of the duty could be charged off against the 
profits of the whole war period and not 
merely against the profits of the accounting 
period in which the loss was disclosed. War 
obsolescence was specifically mentioned 
among the grounds justifying appeal for 
special treatment from the Commissioner of 
Inland Revenue under this section. 


1¢ Finance (No. 2) Act, 1915, Sec. 40 (8). 
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In order to increase the supply of scrap 
metal during the war, manufacturers were 
urged to discard all obsolete machinery. The 
Inland Revenue Department did what it 
could to encourage this practice by ruling 
that sums realized from the sale of such 
machinery would not be subject to income 
and profits taxes as an ordinary receipt but 
should be held as a reserve for replacements, 
When the replacements were made the 
residual book value was to be written off 
as a charge against the profits of that year. 
In the case of the Excess Profits Duty an 
allowance was made for war obsolescence 
when setting the assessment for the year in 
which the plant was scrapped, notwithstand- 
ing the fact that it may not have been 
replaced. 

In the administration of the Excess Profits 
Duty, England used both the “pre-war 
standard” and the “invested capital stand- 
ard.”’ The normal reasonable profit of an 
enterprise was determined by the device of 
a “pre-war standard.”’ However, contrary 
to popular opinion, it was not merely an 
average of pre-war profits. As a matter of 
fact it was an alternative standard with a 
choice as to whether the criterion should be 
previous profits or return on the invested 
capital; and the option was in favor of the 
taxpayer instead of against him. 

There were no fundamental changes in 
the statutes regarding the administration of 
the Excess Profits Duty. The same principles 
governed throughout the whole period; the 
amendments for the most part affected only 
details. This stability was undoubtedly a 
factor in the successful administration of 
the tax. 

The various Customs and Inland Revenue 
and Finance Acts from the year 1842 were 
consolidated into the Income Tax Act of 
1918.% Since this Act serves as the funda- 
mental base for the subsequent Finance 
Acts, it is necessary, even at the risk of some 
repetition, to quote in detail the sections 
relating to the subject of this article. 

Depreciation and obsolescence are pro- 
vided for by Section 24 of the Act as gov- 


15 8 & 9 Geo. 5, c. 40. 
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erned by Rules 6 and 7 to Cases I and II 
of Schedule D. Section 24 provides: 


24—(1) Where an application is made to the 
Commissioner of Inland Revenue for the altera- 
tion of any amount of deduction for wear and 
tear, the Commissioners, unless they are of the 
opinion that the application is frivolous or vexa- 
tious, shall refer the case to the Board of Referees, 
and that Board shall, if they are satisfied that 
the application is made by or on behalf of any 
considerable number of persons engaged in any 
trade or business, take the application into their 
consideration, and determine the deduction to 
be allowed. 

(2) Section 12 of the Customs and Inland Rev- 
enue Act of 1878, as amended by section twenty- 
six of the Finance Act of 1907, shall have effect 
as if the references therein to the diminished 
value by reason of wear and tear during the year 
of any machinery or plant included diminished 
value by reason of any machinery or plant having 
been temporarily out of use at any time during 
the year through circumstances attributable, 
directly or indirectly to the present war. 

(3) In estimating the profits or gains of any 
trade, manufacture, adventure, or concern in the 
nature of trade chargeable under Schedule D, or 
profits of any concern chargeable by reference to 
the rules of that Schedule, there shall be allowed 
to be deducted as expenses incurred in any year 
so much of any amount expended in that year in 
replacing any plant or machinery which has be- 
come obsolete as is equivalent to the cost of the 
machinery replaced after deducting from that 
cost the total amount of any allowances which 
have at any time been made in estimating profits 
or gains as aforesaid on account of the wear and 
tear of that plant and machinery and any sum 
realized by the sale of that plant or machinery. 

(4) Section nine of the Finance Act of 1898 
(which relates to the amount of deduction to. be 
allowed on the account of the annual value of the 
premises) shall not apply in the case of any pre- 
mises being mills, factories or similar premises. 


That is, if application is made by a num- 
ber of persons for a revision in the rates 
allowed, the Board will review the allow- 
ance and determine the allowable deduction. 
The statutes here recognized obsolescence 
for the first time, although it had been de- 
ducted in some tax practices since 1897. 
Instead of classing mills, factories and sim- 
ilar premises with ordinary buildings, the 
law placed them in a class of their own. 
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Where the trader owns the premises which 
he occupies for the purposes of his business 
(and therefore must bear the Income Tax, 
under Schedule A, on these premises) he is 
allowed a set-off in arriving at his liability 
under Schedule D, of the amount on which 
he has actually paid the income tax, i.e., of 
an amount equal to five-sixths of the full 
annual value of the premises. This provision 
is necessary to prevent double taxation of 
the same item, once under Schedule A and 
again under Schedule D. 

But, although the owner-occupier of the 
trade premises has actually (under Schedule 
A) paid taxes on only five-sixths of the an- 
nual value, he is allowed in the case of 
premises which are peculiarly subject to de- 
preciation, mills, factories, and similar 
premises, to deduct the whole (i.e., six- 
sixths) annual value in computing his profit 
for assessment under Schedule D. That is to 
say, he is allowed every year, absolutely tax 
free, a sum equal to one-sixth of the annual 
value of the mill or factory which is in the 
nature of an allowance for wear and tear of 
the property caused by the vibratory action 
of the machinery housed therein. 

The Royal Commission of 1920 took the 
position that there was no economic neces- 
sity for any general change in the British 
practice with regard to assets of a wasting 
character. The Commission further stated 
that if the wastage of the source of income 
is to be considered in every case it would be 
impossible to ignore the human element and 
it would be just as reasonable to give a cor- 
responding allowance to a lawyer or a sur- 
geon or a laborer in respect of the capital 
invested in his education and training. 

It was also recommended that no allow- 
ance be given on account of wasting assets 
with a life of 35 years or more. It was felt 
that a time limit must be imposed and it 
was freely admitted that 35 years was an 
arbitrary period.® The sinking fund method 
was recommended and the allowance was to 
be the sinking fund payment necessary to 


16 The thirty-five year period was selected because 
of the fact that “reversionary interests to grant her or 
his heirs have little value if deferred for that length of 
time. 
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amortize the capital cost of the asset over its 
agreed life, less the sinking fund payment 
which would be necessary to amortize the 
capital cost if the life of the asset were 35 
years. The rate of interest selected was 33%. 
For example, if the agreed life of an asset, 
which cost £10,000, is 20 years, then under 
this scheme, the allowance would be: 

£354 a sum which at 3}% interest would equal 

£10,000 in 20 years. 


150 a sum which at 34% interest would equal 
£10,000 in 35 years. 


£204 the annual allowance to be made for deprecia- 
tion. 


Subject to the above limitation, the Com- 
mission recommended allowances in the case 
of all inherently wasting assets which have 
been created by an expenditure of capital. 
It was also recommended that the allowance 
for depreciation of mills, factories and sim- 
ilar premises should be subject to the gen- 
eral conditions governing allowances for all 
wasting assets and that obsolescence allow- 
ances should also be granted whether the 
obsolete assets were replaced or not. 

In so far as the Committee advocated 
allowances for wasting assets not already 
provided by law, the recommendations can 
not be criticized. However, many assets 
were not covered and the 35 year limitation 
pares away relief which should be given. 
If the asset is the proper subject of an allow- 
ance it would be better, and more correct, 
to permit the allowances to the full extent 
of its cost, where its life could be determined 
with a reasonable degree of accuracy. These 
recommendations have not appeared in the 
acts as yet and it is quite doubtful if they 
will be accepted, at least for some years to 
come. 

In view of the fact that by Section 33 of 
the Finance Act of 1926, losses sustained in 
a business may be carried forward and set-off 
against the profits of the six years following 
the year in which the loss was sustained, 
a great deal of controversy arose as to 
whether or not wear and tear allowances 
must first be deducted from the profits as- 
sessed for any year before setting off any 
loss under Section 33. The taxpayer ob- 
viously desired to set off the losses first, and 


then the wear and tear allowances, since 
there was no time limit in respect of the 
latter. Section 17, of the Finance Act of 
1932, one of the most complicated sections 
in a complicated code, now practically gives 
the taxpayer that right. The wear and tear 
must first be deducted, and then the losses 
brought forward, but the six-year time limit 
is repealed if full effect cannot be given to 
losses within that time owing to the deduc- 
tions for those years in respect of wear and 
tear. 

Section 18 of the Finance Act of 1932" 
made cone further concession. The law in- 
cludes the following: ““Where, under Rule 6 
of the rules applicable to Cases I and II of 
Schedule D, a deduction . . . is allowed... 
the Commissioners shall, either in charging 
the profits or gains, or by means of repay- 
ment, as the case may be, allow an addi- 
tional deduction equal to one-tenth of the 
amount of the deduction allowed under the 
said Rule 6... .” The only reason given for 
this concession was that the taxes were high 
and business conditions poor. It was more 
the nature of a tax reduction rather than the 
recognition of the need for additional de- 
preciation allowances. 

From the foregoing discussion it will be 
seen that tax practice does not always agree 
with what might be termed “good account- 
ing practice.” A brief review and an analysis 
of the salient features of the various acts 
would not be out of place at this time. 

The actual amount of the wear and tear 
allowance is determined by the Commis- 
sioners who assess the profits of the con- 
cerns. The Acts prescribe no rates but as a 
matter of fact the rates are quite standard- 
ized. As a result of conferences with repre- 
sentatives of the several trades the govern- 
ment has determined rates for the assets 
allowed to be depreciated in the various in- 
dustries. An amendment to the 1918 Act 
established a definite form of procedure to 
alter the existing rates and to determine 
others, if the occasion arose.'® 

It provided that reference might be made 
to a Board of Referees upon application 


87 92 & 23 Geo. 5, c. 25. 
48 Section 24 (1). 
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having been made for an alteration in the 
rates permitted for wear and tear when the 
application was “made by or on behalf of 
any considerable number of persons engaged 
in any class of trade or business.’ In this 
way, many deadlocks between the taxpayer 
and the taxing agency are avoided. However, 
a single individual cannot make such an 
appeal to the Board. 

The method of calculating the allowance 
is based on the written-down value in the 
case of all objects except ships. The latter 
are generally regarded as having a definite 
“life” and the allowance in this case is cal- 
culated on the basis of a percentage allow- 
ance (based upon the number of years of 
estimated life) of the prime cost. For other 
assets the allowance provided is a fixed per- 
centage on the written-down value and is 
deducted from the statutory profits of the 
year. It is at once apparent that the use of 
the written-down value as a base never re- 
duces the value to zero. It is inevitable, 
however long a machine may be worked, 
that it has some more or less considerable 
value in the eyes of the Department of In- 
land Revenue. Complaint is often made 
that the rate per cent allowed on this basis 
is too low, but it should not be overlooked 
that the rate allowed must not provide more 
than a fair annual amount the first year. On 
this basis, if the estimated life of the plant 
is twenty years, the rate allowed the first 
year would be limited to five per cent, for 
otherwise the allowance for that first year 
would be excessive. The fact that it takes 
about fifty-eight years to write off the cost 
of the plant having a scrap value of five per 
cent, if a rate of five per cent on the reducing 
balance be employed, is no reason for allow- 
ing a more than adequate amount, being 
one-twentieth of the cost, out of the revenue 
receipts of the first year. 

The taxpayer may at his option deduct 
the entire cost of renewals, when such re- 
newals are made, in lieu of claiming a yearly 
allowance for depreciation. Where an annual 
wear and tear allowance has been granted 
in respect of plant and machinery, the actual 
cost of renewing the particular objects on 
which allowance has been granted will not 


355 


be admitted as a charge against the profits, 
but must be regarded as a capital expendi- 
ture. On the other hand, where the taxpayer 
has not claimed an annual allowance for 
wear and tear, he will be allowed to claim 
as an ordinary business expense the actual 
cost of renewing the plant or machinery or 
other subject which might have been eligible 
for a “‘wear and tear” allowance. 

The amount which will be admitted as 
the cost of renewals is restricted to the net 
cost of replacement of an article similar in 
all respects to the one replaced, diminished 
by the sum realized on the sale of the re- 
placed asset. The cost of replacement is the 
cost of the new asset and not the cost of the 
old one. If the article, which replaces the old 
asset is of a superior type, a disallowance 
will be made of part of the cost of the re- 
placing article to represent the value of the 
improvement in the latter compared with 
the original which it replaces. 

Although the cost of renewals of plant 
and machinery will not be admitted as a 
business expense where a wear and tear 
allowance has been granted on plant and 
machinery, the cost of renewal is not con- 
sidered to cover the cost of renewing parts 
of machinery which become worn out and 
require replacement, provided the replace- 
ments are not of such a nature or so extensive 
as to destroy the identity of the object on 
which the allowance for wear and tear has 
been allowed. 

Several important points emerge from the 
wording of the Act of 1918. It is seen that 
the allowance is made in “charging the 
profits.” It follows that the deduction is to 
be made from the ascertained figure of 
profits representing the assessable liability. 
For income tax purposes depreciation is not 
regarded as an expense to be charged before 
profits are determined; but a corresponding 
allowance is given after profits, as so under- 
stood, have been computed. Viewed from 
the standpoint of the government the de- 
preciation allowance is more in the nature 
of a surplus reserve. 

It is also important to understand that 
the phrase, “during the year” refers to the 
fiscal year and that this year is never the 
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same as the accounting year of the particu- 
lar undertaking. The scheme of the income 
tax is that the profits of a particular ac- 
counting year form the basis of taxation in 
the fiscal year which commences next after 
the close of the said accounting period. Thus 
the practice is to ignore the charges made by 
any particular concern and to substitute a 
different sum in lieu of that amount. It can 
be easily seen that the wear and tear allow- 
ances for purposes of the tax have no neces- 
sary relation to the amounts charged on the 
books of the trader; and the influence of the 
book charges upon the Commissioners when 
they are considering the “just and reason- 
able” allowance is slight. 

In addition to the allowance in respect of 
wear and tear, a further concession may be 
obtained in certain circumstances when ob- 
solescence is proved. Since this term is 
strictly interpreted, it is desirable that space 
should be given to a consideration of its 
exact meaning. Any machine may become 
unfit or unsuitable to the work for which it 
was installed. Several factors may be re- 
sponsible: it may be destroyed, it may be- 
come worn out, the nature of the business 
may change, or it may be rendered obsolete 
by the invention of a more efficient machine. 
It is only in this latter case that the concern 
is entitled to an allowance for obsolescence. 
The machinery must be still fit to do its 
work and only put out of use by the intro- 
duction of a more up-to-date machine which 
renders it unprofitable to continue working 
the old one.'® For this reason it is essential 
that there be a replacement by a new 
machine if the allowance is to be claimed. 
In the case of the South Metropolitan Gas 
Company v. Dadd,*° it was held that if re- 
placement was merely advisable but not im- 
peratively necessary, the Commissioners 
could find as a question of fact that there 
was no obsolescence involved. 

The method by which the obsolescence 
allowance is made, like that for renewals 
and unlike that for depreciation, is by a 
deduction from the profits of the year in 
which the event takes place. The allowance 


19 Evans & Phillips, 4 A.T.C. 520. 
20 6 A.T.C. 988. 
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consists of so much of the amount spent on 
the replacement as is equivalent to the cost 
of the old machine, after deducting from 
that cost the amounts already allowed in 
respect of wear and tear and any sum real- 
ized through sale. If the amount expended 
on the new machine is less than the amount 
lost upon the old, the allowance is confined 
to the former amount. These principles can 
best be illustrated by the following example. 


A machine was purchased in 1927 for £1200. 
Alterations were made in 1930 at a cost of £300, 
but the machine had to be discarded as obsolete 
in 1981, in favor of one costing £850. The amount 
realized from the sale of the old asset was £200. 
The computation follows: 


£ £ 
Cost price March 31, 1927 1200 
Wear and Tear, 1927-28 90 90 
Written down value 3/31/28 1110 
Wear and Tear, 1928-29 83 83 
Written down value 3/31/29 1027 
Wear and Tear, 1929-30 77 17 
Written down value 3/31/30 950 
Wear and Tear, 1930-31 71 71 
879 
Additions 7/1/30 300 
Written down value 3/31/31 1179 
Wear and Tear, 1931-32 88 
Written down value December 31, 1931 1091 
Amount realized through sale 200 
Prima facie amount of claim on account — 
of obsolescence (which must be re- 
stricted to the amount expended on 
replacement, i.e., £850) 891 


It will be recognized that obsolescence 
claims arise only when wear and tear has 
been claimed in earlier years, since in the 
event of such allowances not having been 
given, the loss on account of obsolescence is 
covered by the normal charge for replace- 
ments. 

Although many accountants use the word 
“depreciation” in a broad sense to include 
both the inevitable and the contingent losses 
in value, the British Tax System distin- 
guishes sharply between the two. Deprecia- 
tion is considered as embracing only the loss 
in value because of wear and tear in use, 
while obsolescence appears only when the 
introduction of a more modern machine 
renders obsolete the one already in use. 
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There is no provision in the English law 
where an allowance is permitted for some- 
thing that is liable to happen in the future 
like expected obsolescence. The loss must not 
only be realized through sale but the asset 
must be replaced with a machine capable of 
carrying on the work of the old. However, 
in theory a loss from obsolescence may be 
experienced regardless of whether or not the 
asset is replaced by another. The only ex- 
planation of the disregard for the theory is 
the “‘practice’”’ of the country. The law is 
worded almost identically with the com- 
munication sent to the representatives of the 
Leicester Boot and Hosiery Trades in 1897. 
Since it was the intent of these trades to 
introduce new machinery for that rendered 
obsolete, the practice of allowing the loss 
has only been granted to those who actually 
replace the old article rendered obsolete. In 
this respect the law is quite unfair to the 
taxpayer. 

Another quaint feature of the system is 
the allowance for depreciation of mills, fac- 
tories, and similar premises. At the most the 
method of providing the allowance is un- 
scientific and extremely arbitrary. A vast 
improvement, which has been asked for 
many times but always denied, would be to 
allow the depreciation as a percentage of the 
cost of the property instead of a fraction of 
the annual value. 

Recent additions to the Act allowing de- 
termination of the percentage by an inde- 
pendent Board of Referees and a standard- 
ization of the rates in particular trades have 
done much to dispose of grievances in re- 
spect to depreciation. The scope of the pres- 
ent allowance should however be extended 
to all assets instead of being restricted to 
plant and machinery since there is no clear 
distinction between depreciation for various 
classes of assets. There is little or no recog- 
nition given to the fact that real income 
arises from the possession of such assets 
only after proper allowance has been made 
for the capital outlay used to acquire them. 
The income tax is heavier upon the income 
from such assets than upon income from 
other sources. 


The breadth of this subject has precluded 


a detailed analysis of the minute details 
found in the law, but it is hoped that the 
material presented will make possible a 
clearer understanding of the development of 
depreciation allowances in the income tax 
statutes of Great Britain. 


PROVISIONS IN THE STATUTES OF THE 
UNITED STATES 


Although the first suggestion of an Ameri- 
can income tax law was made by Secretary 
Dallas in 1815 it was not until the Civil War 
that the government again approached the 
problem of such a tax. Secretary Chase did 
not think that income could be taxed under 
the Constitutional provision regarding tax- 
ation; nevertheless a tax was passed in 1861, 
not as a “direct tax” which was prohibited 
by the constitution, but as an “indirect 
tax.” 
The Act of 1861 was never put into effect 
largely because Secretary of the Treasury 
Chase did not favor it. His objections to it 
were voiced in his report of 1861 and it was 
not included in his proposed system for the 
following year. The Ways and Means Com- 
mittee however with a clearer vision of the 
fiscal needs increased import duty rates and 
included an income tax in its proposals. The 
income tax was passed by the Congress in 
1862 to operate for a period of three years. 
The law provided that income below 
$10,000 be taxed at 3% and all over $10,000 
at 5%, all taxes being figured only after 
allowing an exemption of $600. Citizens 
living outside the country however were 
taxed at 5%. 

The laws of the civil war period were 
silent about depreciation, yet like their 
British antecedents, they made an allowance 
for repairs by the following section: 


Section 117—In estimating deductions from in- 
come ... the amount usually paid out for usual 
or ordinary repairs, not exceeding the average 
paid out for such purposes for the preceding five 
year, shall be deducted, but no deduction shall be 
made for any amount paid out for new buildings, 
permanent improvements, or betterments, made 
to increase the value of the estate or property.”! 


21 Horace E. Dresser, The New Internal Revenue 
Act, 1864, Sec. 117, p. 68. 
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The history of the income tax during the 
civil war period and the purpose of this 
article would not be complete unless atten- 
tion was called to the attempts of the Con- 
federate government to produce revenue. 
The Confederacy, like the Union, started 
out with a direct tax on all property. How- 
ever when the Confederate Congress con- 
vened in 1862 it became apparent that the 
aversion of the people to this war tax of 
13% was so great as to render it practically 
useless. Secretary of the Treasury Mem- 
minger called the attention of the Con- 
federate Congress to the lack of revenue and 
asked that the tax rate be increased in spite 
of the people’s opposition. The Congress de- 
clined and the Secretary was forced to rely 
chiefly upon the sale of bonds even though 
there was little capital seeking investment. 

The experience with the war loans was a 
repetition of that with the property tax. In 
1863 Memminger declared that he preferred 
a tax on both property and income, the in- 
come tax to be paid not only in money but 
also in kind. The Confederate Congress 
adopted these suggestions and a few months 
later enacted a comprehensive tax measure. 

This law imposed a direct tax of 8% on 
naval stores and agricultural products, as 
well as a tax of 10% on securities and capital 
invested in a business which was not other- 
wise taxed. The law also provided a series of 
license taxes on trade, business, and occupa- 
tions, some of them specific taxes and some 
of them calculated according to gross re- 
ceipts. Then followed the provisions affect- 
ing income; a salaries tax was followed by 
the income tax proper. This was imposed on 
“income and profits derived by each person, 
joint-stock company and corporation, from 
every occupation, employment or business, 
and from every investment of labor, skill, 
property or money, and the income and 
profits derived from any source whatever 
except salaries.” 

The allowable deductions were elaborated 
in a series of six provisions. From the in- 
comes from real estate (other than houses) 
a deduction not exceeding 10% of the gross 
rent was permitted for necessary annual re- 
pairs; in the case of houses the total deduc- 
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tion was limited to 5%. From the income of 
mining and manufacturing businesses a de- 
duction from the “gross value of the prod- 
ucts of the year” was permitted for rent as 
well as the cost of labor and raw materials. 
From the income of navigating enterprises, 
deductions from “gross earnings, including 
the value of freights on goods shipped by the 
person running the vessel,” were allowed to 
the extent of the hire of the boat, if not 
owned by the person running the same, or 
if owned by him, a reasonable allowance for 
wear and tear of the same, not exceeding 
10% per annum, and also the cost of run- 
ning the boat or vessel.’’? Various other de- 
ductions were permitted but they are out- 
side the scope of this investigation. 

Thus we can see that the first statutory 
recognition of wear and tear, for the pur- 
poses of income tax, was made by the Con- 
federate States. It was some years later 
(1878) that Great Britain recognized it in 
her laws and even a greater number of years 
(1909) before it was recognized by the 
American Federal Government. 

Why the Confederacy should introduce 
such a provision in their income tax is diffi- 
cult to explain. With the North composed 
of large manufacturing units and the South 
primarily made up of agricultural groups one 
would believe that the North would have 
introduced the provision before the South. 
But such was not the case. The class of as- 
sets to which it applied suggests a possible 
explanation but this is in no way conclusive 
as to the real reason. The South had de- 
pended for years upon the New England 
shippers for the transportation of their 
products. With the outbreak of the war this 
service was hampered to a great extent both 
by the Northern blockade and the feelings 
of the New Englanders. The products pro- 
duced in the South had to reach market by 
some means and the Confederacy lost little 
time in attempting to create a merchant 
marine. It would seem that the allowance for 
wear and tear of ships was a direct conces- 
sion to further this end. 

After the closing of the war in 1865 and 


2 Seligman, The Income Taz, pp. 484-86. 
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the break-up of the Confederate govern- 
ment, little attention was directed to a new 
revenue system in the south. The experi- 
ment of the Confederacy with the income 
tax is an unfinished chapter in fiscal history. 
What might have happened under more 
favorable circumstances is a useless though 
interesting speculation. 

The tax laws of the federal government 
for 1862, 1864, 1867 passed out of existence 
in 1872 with little controversy, and for two 
decades the idea of income taxes disap- 
peared from the minds of the public. In the 
presidential message of 1893 a tax was pro- 
posed upon the income of corporations but 
as introduced into Congress the bill pro- 
vided for a general income tax. The law of 
1894 was practically a copy of the Civil War 
legislation with an addition for corporations, 
and the tax upon them was to be levied at 
2% on all incomes over $4,000. It may be 
assumed that since it was a direct copy of 
the prior acts, decisions under those laws 
would influence the operation of the 1894 
measure. As a result, estimated depreciation 
could not be deducted” until the property 
was disposed of and the loss realized.™ But 
these matters are decisions of the Commis- 
sioner of Internal Revenue and can be found 
nowhere in the Statutes. 

Searcely had the declaration of income 
began to come in when the constitutionality 
of the law was questioned. In the famous 
case of Pollock v. Farmers’ Loan and Trust 
Company,”* the Supreme Court, by a five to 
four decision, declared the tax to be a 
“direct levy” and thus unconstitutional. 

With this decision standing there as only 
one way in which the United States could 
have an income tax—an amendment to the 
Constitution. This came later; but in the 
meantime the courts had occasion to con- 
sider depreciation in some of the cases before 
them. 

In the absence of statutory provisions, 
they were slow in recognizing the necessity 
of providing for depreciation. The early 
court cases in this country distinctly show a 


31 Internal Revenue Record, p. 109, 197. 
% 7 Internal Revenue Record, p. 59. 
% (1894) 157 U.S. 429; 158 U.S. 601. 


359 


failure to understand the nature of this im- 
portant element of cost. 

In Tutt v. Land,** a Georgia court refused 
to allow a charge for depreciation before 
arriving at the distributable net profit, say- 
ing in part: 

It is not pretended that the value (of partner- 
ship assets) was lessened by reason of damage or 
injury from accident or other special cause. Had 
it been, there might probably be force in the 
question whether it was not a claim under the 
head of losses, and therefore properly chargeable 
to the firm. But it appeared that it was only the 


ordinary, natural depreciation that may occur in 
all things. 


In 1878 the Supreme Court supported the 
government in its claim that a railroad com- 
pany should not be allowed to include a de- 
preciation charge in operating expenses, 
holding that “‘only such expenditures as are 
actually made can with any propriety be 
claimed as a deduction from earnings.’”” 

The misunderstandings began to clear up 
with the case of Jennery v. Olmstead.* There 
the court said: 

In brief, if anything happens by which the 
bank sustains permanently and plainly a depre- 
ciation in, or total obliteration of, the value of 
property, such depreciation or obliteration must 
be regarded as a loss sustained, and such loss must 
be deducted from the profits before the net prof- 
its can be arrived at. 


Cases following this did not conform, in 
all instances, to the above. While several 
recognized the necessity of making an allow- 
ance for depreciation,”® several others failed 
to see it as a proper charge. In California 
the idea of allowing depreciation was ridi- 
culed by one of the judges as “all wrong” 
and “not to be tolerated for a moment.’ 

In speaking of tunnels, wells, reservairs 
and real estate, a California Court said: 


26 (1873) 50 ia 339. 
27 (1878) 99 U.S. 459; U.S. v. Kansas Pacific Ry. 
Company. 


28 (1885) 36 Hun 536. 

29 Conville v. Shook (1893) 24 NYS 547; Whittaker v. 
Amwell National Bank (1894) 52 N.J.Eq. 400, 29 Atl. 
203; Reagan v. Farmers’ Loan and Trust Company 
(1894) 154 U.S. 362. 

30 (1897) 50 Pac. 633. 

31 (1897) 118 Cal 582; San Diego Water Company ». 
San Diego. 
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There is no depreciation of these things, there 
is no wear and tear, no permanent and gradual 
destruction by use and age. Most of them stand 
as everlasting as the hills. 


The same view was expressed in an Iowa 
case, Cedar Rapids Water Company v. Cedar 
Rapids,® where the court said that it saw no 
reason why the company should be allowed 
to charge profit and loss for depreciation in 
addition to operating expenses and repairs. 

However the California and Iowa de- 
cisions were reversed when, in the leading 
case of Knoxville v. Knoxville Water Com- 
pany,® the Supreme Court used the follow- 
ing language: 

A water plant, with all its additions, begins to 
depreciate in value from the moment of its use. 
Before coming to the question of profit at all the 
company is entitled to earn a sufficient sum an- 
nually to provide not only for current repairs, 
but also for making good the depreciation and 
replacing the parts of property when they come to 
the end of their useful life. The company is not 
bound to see its property gradually waste, with- 
out making provision out of its earnings for its 
replacement. It is entitled to see that from earn- 
ings that the value of the property invested is 
kept unimpaired, so that, at the end of any given 
term of years, the original investment remains the 
same as it was at the beginning. 

In the recognition of the necessity for pro- 
viding for this important element of cost, 
the Interstate Commerce Commission has 
been a most important factor. In its ac- 
counting rules which went into effect in 1907 
it was definitely prescribed, for the first 
time, that a regular allowance, estimated 
monthly, must be made for the depreciation 
of seven named classes of equipment.” 

With the court cases recognizing depre- 
ciation as an element of cost it was not too 
much to expect that it would be afforded 
some recognition when the income tax again 
took its place in the American fiscal system. 

It was not until 1908 that the subject of 
an income tax again arose; in that year both 
political parties were in favor of such a tax 
As a result of campaign promises, when the 

3 (1902) 118 Iowa 234; 91 N.W. 108. 


3% (1909) 212 U.S. 13. 
* Cf. Hatfield, H. R., Accounting, p. 136. 


Payne-Aldrich Tariff Bill became a law in 
1909, a 1% tax on corporation incomes in 
excess of $5,000 was included in the measure. 

After establishing the rate upon net in- 
come, Section 38 (2) provided that net in- 
come should be ascertained by the deduction 
of certain items from the gross amount of 
income. Among these was the broad state- 
ment: “All losses actually sustained within 
the year and not compensated by insurance 
or otherwise, including a reasonable allow- 
ance for depreciation of property, if any.’ 

The question of what is a “reasonable 
allowance”’ for depreciation is one that de- 
pends upon the circumstances of each par- 
ticular case. The general rule prescribed for 
the law by the Commissioner of Internal 
Revenue was as follows:* 


The deduction for depreciation should be the 
estimated amount of the loss, accrued during the 
year to which the term relates, in the value of 
the property in respect of which such deduction 
is claimed, that arises from exhaustion, wear and 
tear or obsolescence out of the uses to which the 
property is put, and which loss has not been made 
good by payments for ordinary maintenance and 
repairs deducted under the heading of expenses 
of maintenance and operation or in the ascertain- 
ment of gross income. This estimate should be 
formed upon the assumed life of the asset, its 
cost value and its use. Expenses paid in any one 
year in making good exhaustion, wear and tear or 
obsolescence in respect of which any deduction 
for depreciation is claimed must not be included 
in the deduction for expenses of maintenance and 
operation of the property or in the ascertainment 
of gross income, but must be made out of accumu- 
lated allowances deducted for depreciation in 
current and past years, 


The Internal Revenue Commissioner (un- 
der the Act of 1909) ruled that depreciation, 
to be allowed, must be charged off as an ex- 
pense on one side and credited to the Prop- 
erty Account on the other, although this 
disregarded the practice of most well-run 
concerns. The ruling was later rescinded and 
from May 9, 1912 it has been recognized 
that depreciation can be expressed on the 


3 H.R. 1488, p. 115. The Tariff Act of 1909. 
36 Internal Revenue Regulations, No. 31, Art. 4. 
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books of account by appropriate valuation 

reserve accounts. 

The next appearance of the income tax 
was preceded by a constitutional amend- 
ment, the sixteenth, which became a part 
of the organic law in February, 1913, after 
more than three-fourths of the states had 
approved the change. On April 7, 1913, the 
income tax bill was introduced in the House 
of Representatives and on the 3rd day of 
October, 1913, the Underwood-Simmons 
Tariff Law, of which the income tax was a 
part, was approved and superseded the 
Payne-Aldrich Bill of 1909. The income tax 
applied to income which had accrued on and 
after the Ist day of March, 1913. 

The law provided for depreciation as 
follows: 

Section II B (individuals) That in computing net 
income for the purpose of normal tax there shall 
be allowed as deductions: 

(sixth) a reasonable allowance for the exhaus- 

tion, wear and tear of property arising out of 

its use or employment in the business... . 
Section II G (corporations) .. . 

(second) all losses actually sustained within 

the year and not compensated by insurance or 

otherwise, including a reasonable allowance for 
depreciation by use, wear and tear of property, 
ifany....2 

According to the plain import of these 
terms, an allowance for depreciation could 
be claimed only with respect to tangible 
property which was directly used in the 
production of the income taxed. The lan- 
guage of the act applied only to property 
which was “used” or “employed” in the 
business, and which, in the process of such 
use, was subject to “exhaustion,” or “wear 
and tear.” In this respect the law was 
stricter than the act of 1909. Also it is ap- 
parent that the law has not yet recognized 
obsolescence. 

The regulations which set forth the Treas- 
ury’s interpretation of the law were, in most 
cases, in accord with good accounting 
theory. The chief difficulty arose with the 
refusal, in many cases, of revenue inspectors 
to allow for both repairs and depreciation on 


37 Act of 1918, Regulations 33. 


the grounds that the former included the 
latter. 

The 1913 law provided that there should 
be a “reasonable allowance for wear and 
tear in use,” and said nothing about how it 
should be shown on the books. As a conse- 
quence, firms as well as individuals claimed 
depreciation that was never recorded in 
their accounts. Because of this practice it 
was found necessary to dispatch a letter to 
the agents explaining the policy of the 
Treasury with respect to this practice. 
Briefly stated it explained that a deprecia- 
tion deduction in order to be allowable must 
be a fair measure of the loss sustained and 
must be so entered on the books as to con- 
stitute a liability against the assets of the 
concern or individual. It is true that a mere 
non-entry cannot serve to negative a dimi- 
nution of value yet such a penalty of non- 
allowance does force the recognition of de- 
preciation upon the books. Although the 
policy did not conform strictly to the law, 
it was reasonable from the standpoint of 
correct accounting. 

The Bureau of Internal Revenue went a 
step further and provided that a reserve for 
depreciation®* could be used only for the 
purposes for which it was created and noth- 
ing else. Willard H. Lawton, C.P.A., took 
exception to this interpretation in a letter 
to the Commissioner which was answered 
as follows: 


The only apparent reason for authorizing a 
deduction on account of depreciation is to provide 
a fund out of which the property with respect to 
which depreciation is claimed may be renewed or 
replaced, or to restore to the corporation the 
capital invested in such property when it is worn 
out or exhausted. 

This does not mean that this fund should be 
locked up in a vault or that it cannot be used to 
meet the ordinary demands of the business, but 
that it should be available at any time to meet 
the purposes for which it was set aside. 

. .. This fund should be carried as a separate 
and distinct account as a liability against the 
assets of the company. 


38 As stated above since May 9, 1912 the department 
has recognized the creation of a reserve as an alterna- 
tive to a direct credit to the asset account. 
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The investment of this fund, or any part 
thereof in the company’s own plant in the way 
of additions or extensions would appear to be a 
diversion of the fund to a purpose other than 
making good depreciation previously sustained. 
This may be permitted, however, if the property 
account is charged with the amount of the fund 
thus used, in which case the depreciation account 
remains a liability and renewals and replacements 
when made, are charged against it rather than 
against current income... .** 


In effect this ruling said that the “fund” 
could be “diverted” provided that the ex- 
penditures thereof were not charged against 
the reserve for depreciation. As this accords 
with the general practice the point is only 
of historical interest.‘° 

The law contemplated more than a mere 
renewal and repair reserve because it spe- 
cifically permitted the deduction of “all 
ordinary and necessary expenses paid within 
the year in the maintenance and operation 
of its business and property ...,” as well 
as a “reasonable allowance for the exhaus- 
tion, wear and tear of property arising out 
of its employment or use in the trade or 
business.” These are separate and distinct 
provisions, the first for necessary expenses 
including repairs, and the second for depre- 
ciation. Repairs could be deducted so long 
as they neither added to the value of the 
property nor appreciably prolonged its life 
but merely kept it in operating condition.“ 

Later Congress formulated the law of 
1916. It provided an increase in the rates 
but left most of the provisions as they were 
in the Act of 1913. However the law did 
alter to some extent the provisions for de- 
preciation. For individuals it provided: 


Section 5 (a)... that in computing net income 
... there shall be allowed as deduction... . 
(seventh) a reasonable allowance for the ex- 
haustion, wear and tear of property arising out 
of its use or employment in the business or 


trade... 


The depreciation allowance for corpora- 
tions was the same as Section 5 except that 


8 Quoted in R. H. Montgomery, Income Taz Pro- 
cedure, 1917, p. 209. 

Ibid., p. 210. 

* Article 131, Regulations 33. 

Regulations 33. 
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the regulations added the further condition 
that deductions for losses would be limited 
to those actually sustained and charged off 
within the year on the books. 

This addition to the section regulating 
corporations was simply a statutory recog- 
nition of past practices of the Treasury De- 
partment. The particular manner in which 
the amount was to be charged off was not 
material except that it must have been de- 
ducted from the book value of the asset or 
credited to a depreciation reserve account 
and reflected in the annual balance sheet. 

Paragraph 484, Article 161, Regulations 
33 (revised) provided that “the fact that no 
reserve was made for depreciation indicates 
that there is no loss on this account to be 
provided for.” As far as taxation is con- 
cerned this may be a proper provision, but 
very improper from the standpoint of ac- 
counting. Accountants advocate an appro- 
priate reserve or a reduction in the asset 
value but of course the mere book entry does 
not make more or less the actual deprecia- 
tion which is continually going on. In many 
cases the Department takes the position 
that book entries are subordinate to facts, 
but here it is making the facts subordinate 
to the book entry. 

This statute was amended the next year 
by the law of 1917, passed October 3. How- 
ever this act made no appreciable changes 
in the allowances except insofar as there may 
have been adjustments made for the pur- 
poses of the Excess Profits Tax. The dis- 
cussion of this phase of the act will be de- 
ferred until the policy of the Treasury is 
more clearly outlined: 

The Act of 1918 made one notable change 
in the prior law. 


Law: Sec. 214 (a-8) Individuals; Sec. 234 
(a-7) Corporations: 

That in computing the net income there shall 
be allowed as deductions: 

A reasonable allowance for the exhaustion, 
wear and tear of property used in the trade or 
business including a reasonable allowance for 
obsolescence. 


Prior to this act the Treasury allowed 
realized obsolescence, i.e., it was necessary 
to dispose of the property before the loss 
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could be deducted for the purposes of ar- 
riving at the taxable income. Since such de- 
ductions could have been made as losses 
whether or not obsolescence as such was 
specified, the obvious intent of the 1918 
law was to permit the accrual of obsoles- 
cence “‘so as to allow for such future ob- 
solescence as may be expected from ex- 
perience to result from the normal progress 
of the arts.” 

Accountants and bankers had for some 
time urged business men to provide ample 
reserves for future contingencies such as ob- 
solescence even though the Treasury would 
not allow such as deductions. As a result 
these reserves were upon the books of the 
concerns when the law became effective. By 
returning the obsolescence reserves to the 
surplus account and restating the assets, the 
full obsolescence could finally be accrued for 
tax purposes as a part of depreciation. In- 
stead of providing for it when first recog- 
nized, the recognition was in effect deferred 
until January 1, 1918 and thus the taxable 
income for the remainder of the life of the 
asset becoming obsolute would be reduced 
by the accruals from that date forward. As 
a means of reducing the taxes it was a fine 
scheme but not good accounting theory. 

The general provisions in the regulations 
which set forth the conditions precedent to 
the allowances for depreciation read as 
follows: 

Art. 161. Reg. 45; A reasonable allowance for 
the exhaustion, wear and tear and obsolescence 
of property used in the trade or business may be 
deducted from the gross income. For convenience 
such allowance will be referred to as covering 
depreciation, excluding from the term any idea 
of a mere reduction in the market value not re- 
sulting from exhaustion, wear and tear and ob- 
solescence. The proper allowance for such de- 
preciation ...is the amount which should be 
set aside for the taxable year in accordance with 
a consistent plan by which the aggregate of such 
amounts for the useful life of the property in the 
business will suffice, with the salvage value, at 
the end of such useful life to provide in the place 
of the property its cost, or its value as of March 1, 
1913, if acquired by the taxpayer before that date. 


Here for the first time salvage value is 
recognized and although the regulations did 
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not prescribe a method of charging off de- 
preciation, they did provide that the write- 
off should be “in accordance with a con- 
sistent plan.” 

This regulation also introduced for the 
first time the idea of a March 1, 1913 value. 
Prior to this, Treasury Decision 2745 had 
provided the same basis. Formerly the policy 
of the Treasury was that the value to be 
cared for by depreciation was the actual 
amount invested in the property and not 
some value which might be arbitrarily fixed. 
The introduction of this rule (T.D. 2745 or 
Art. 161, Reg. 45) departed somewhat from 
the usual accounting procedure because of 
the establishment of an arbitrary base for 
purposes of computing the allowance for de- 
preciation. In many cases the depreciation 
for income tax purposes on this prescribed 
base would be greater than the charges con- 
sidered from the point of view of the reduc- 
tion of the original investment. This would 
occur if the March 1, 1913 value was in ex- 
cess of the book figure. The reverse is also 
true. If the book figure was larger than the 
arbitrary value then the charges for income 
tax purposes would be less than the charges 
to reduce the original investment over the 
life of the asset. 

The law said nothing about using income 
tax depreciation for the charge-off entry on 
the books. However in other sections of the 
law the Commissioner was given ample 
opportunity to enforce proper accounting 
methods. He made use of those sections to 
require a charge-off on the books for de- 
preciation claimed in the returns. 

The regulations and that section of the 
1918 act relating to accounting procedure 
would seem to imply that only those charges 
for depreciation which were applicable to 
the then current year could be deducted in 
that year. A letter to the revenue agents 
reads as follows: 


Ruling: The statute is not, however, to be con- 
strued as requiring that depreciation, depletion, 
and other losses be charged off within the taxable 
year. It is sufficient that they be charged off be- 
fore they are allowed as deductions. ... If the 
books of the corporation are re-opened for the 
purposes of charging off depreciation, depletion, 
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or other losses, corresponding corrections must be 
made in other book entries; and if for any reason 
the facts do not warrant such other charges, de- 
preciation, depletion and other losses cannot be 
charged off, and, therefore, cannot be allowed as 
deductions. Thus, for example, if by reason of a 
distribution of earnings there is nothing from 
which to credit a reserve for depreciation no 
allowance for depreciation can be credited to a 
depreciation reserve account.“ 


The last sentence does not accord with 
accounting theory. Regardless of whether 
or not an excessive distribution of earnings 
has been made in any one year during which 
no depreciation has been charged, deprecia- 
tion must be included in the restatement of 
accounts if the accounts are to be correctly 
stated. 

The regulations provided further that 
where the useful life of an asset has been 
underestimated or the deterioration over- 
estimated, the rate applicable to future 
years could be reduced. The readjustment 
is not made through amended returns but 
rather through amended rates for the years 
of life remaining to the property. It would 
seem that the converse of this would be 
true, i.e., if the life of the property was over- 
estimated, the rate of depreciation should 
be increased sufficiently during the remain- 
ing years of the asset’s life to recover the 
cost. 

Due to the insistence of business men that 
the taxes imposed by the 1918 law were un- 
duly burdensome and not fitted for post- 
war conditions, both political parties in the 
campaign of 1920 pledged themselves to a 
revision of the law. The Act of 1921, passed 
on November 23 of that year, was the result 
of the pledge made by the Republican party. 
Although the law emerged from the House 
of Representatives in the form of a series of 
amendments, it was a complete new act 
when it finally came from Congress. How- 
ever it follows its predecessor so closely that 
it may be described as a rewritten draft of 
the prior statute. 

With respect to depreciation, the law now 
provided that: 


#8 Quoted in R. H. Montgomery, Income Tax Pro- 
cedure, 1920, pp. 695-96. 
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Sec. 214 (a-8) Individuals and Sec. 234 (a-7) 
Corporations . . . in computing net income there 
shall be allowed as deductions: 

A reasonable allowance for the exhaustion, 
wear and tear of property used in the business, 
including a reasonable allowance for obsolescence. 
In the case of such property acquired prior to 
March 1, 1913, this deduction shall be computed 
upon the basis of its fair market price or value 
as of March 1,19138... 


The law thus incorporated the practice of 
T.D. 2754. In an opinion rendered by the 
Solicitor of the Bureau of Internal Revenue, 
it was held that this decision was applicable 
to returns for 1913 and all subsequent 
years,4 

Bulletin “‘F’’ issued by the Bureau of In- 
ternal Revenue summed up much of the law 
with respect to depreciation and obsoles- 
cence. In this bulletin there were only two 
methods favored by the Treasury, but it 
was made clear that the Treasury would be 
willing to approve other methods if they 
were found to be more accurate. Those spe- 
cifically mentioned were the “fixed per- 
centage” and the “production” methods. 

Whatever plan or method of apportion- 
ment is adopted must be reasonable and 
must have due regard to operating con- 
ditions during the taxable period. While the 
burden of proof rested upon the taxpayer 
to sustain the deduction taken by him, a 
deduction could not be disallowed unless 
shown by clear and convincing evidence to 
be unreasonable, the reasonableness to be 
determined by the conditions known to 
exist at the end of the period for which the 
return was made. 

The entrance of the United States into 
the World War created another problem, 
similar in every respect to that faced by 
other countries. The nation needed war 
materials and the capacity to produce was 
sorely lacking. As a consequence, in a period 
of rapidly rising prices, production capacity 
was greatly increased to supply the war 
needs. When the war came to an end manu- 


44 R. H. Montgomery, Income Tax Procedure, 1922, 
p. 19, quoting from Bulletin “F,” Depreciation and 
Obsolescence. 

* Regulations 62, Art. 165. 
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facturers found themselves with excess plant 
capacity little of which they could expect to 
use again. Recognizing that there was a vast 
amount of plant machinery, etc., used for 
war purposes which now had little or no 
residual value, the laws in 1918 permitted 
the amortization of a reasonable amount of 
the cost of such property. 

No part of the income tax procedure has 
been more prolific in producing different 
regulations than amortization. The first set 
was issued shortly after the passage of the 
1918 law and merely reflected the wording 
of the law. The regulations issued in 1919 
attempted to narrow the scope of the de- 
ductions, the Treasury evidently considering 
that the early regulations were too liberal. 
Next came T.D. 3123 (issued January 28, 
1921) which recognized that the amortiza- 
tion deductions, instead of being allocated 
entirely to 1918 and 1919, might be ex- 
tended to a subsequent date. The fourth set. 
was included in the 1921 law. No detailed 
explanation of the deductions permitted 
under the various sets of regulations will be 
attempted here. The major changes and the 
theory underlying the amortization prin- 
ciple will be sufficient to provide a summary 
of this phase of the law. 

The 1916 law allowed only ordinary de- 
preciation due to exhaustion, wear and tear, 
and did not consider amortization or ob- 
solescence.“* The Revenue Act of 1918 how- 
ever provided, (a) that in the case of build- 
ings, machinery, and equipment or other 
facilities constructed, erected, installed or 
acquired on or after April 6, 1917, for the 
production of articles contributing to the 
prosecution of the war with Germany, and 
(b) that in the case of vessels constructed or 
acquired on or after April, 6, 1917, for the 
transportation of articles or men contribut- 
ing to the prosecution of the war with Ger- 
many, there shall be allowed a reasonable 
deduction for the amortization of such part 
of the cost of such facilities or vessels as has 
been borne by the taxpayer, this sum might 
not again include any amount otherwise 
allowed under the Revenue Act of 1918 or 


Letter from the Treasury Department dated Jan- 
uary 14, 1919. 
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previous laws as a deduction in computing 
net income. 

The 1921 law contained the same provi- 
sions except that the deductions were al- 
lowed “‘for any taxable year ending before 
March 3, 1924 (if claim was made at the 
time of filing returns for the taxable years 
of 1918, 1919, 1920 or 1921),”’ and the words 
“before March 31, 1924’’ were inserted in 
place of the words “within three years after 
the termination of the present war.’’*’ 

The administration of this allowance was 
more difficult than the law indicates. The 
fundamental theory of the amortization 
principle is that the taxpayer, who, in con- 
nection with the war made expenditures for 
property more or less useless to him in his 
ordinary business and which he would not 
otherwise have acquired at the high prices 
prevalent during the war, should not suffer 
from the necessity of paying taxes upon in- 
come resulting from the production out of 
property thus acquired at inflated prices. 
The theory embodied in the statute was 
that this extraordinary depreciation or ob- 
solescence should be spread somewhat dif- 
ferently than the conventional method of 
distributing the depreciation allowance over 
the life of the property; that is, this extra- 
ordinary depreciation or obsolescence should 
be allocated to the years of high income. 

The law of 1921 was not ambiguous. The 
chief difficulty came from the conditions 
laid down in the Treasury regulations which 
were altered three times before the passage 
of the 1921 law. 

The successive steps for amortizing extra- 
ordinary obsolescence under the 1921 law 
may be summarized as follows: 

(a) Statement of facilities to be amortized 
must show that they were constructed, 
erected, installed or acquired on or after 
April 6, 1917. 

(b) The facilities in (a) must have been 
for the “production of articles contributing 
to the prosecution of the war.” 

(c) Classification of the facilities under 
(a) into the following: (1) Sold or discarded, 

47 Revenue Act of 1921, Sec. 214 (a-9); Sec. 234 


(a-8) and the same sections of the Revenue Act of 
1918. 
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or which will be sold or discarded before 
March 3, 1924. (2) Retained as part of the 
taxpayer's going business. 

(d) Valuation of the property in (c). (1) 
Items in (c-1) are taken at actual sale price, 
or at estimated fair market value at date 
property will be sold or discarded. (2) Items 
in (c-2) are taken at estimated “value in 
use”’ to the taxpayer. 

(e) Cost (after depreciation, losses, etc., 
prior to January 1, 1918) less value in (d) 
will give the total amortization deduction 
which will be spread over 

(f) The amortization period, divided as 
follows: (1) For property in (c-1): “Between 
January 1, 1918 and the date when the 
property was or will be sold or permanently 
discarded as a war facility” (Art. 185). (2) 
For property in (c-2): “Between January 1, 
1918 and the actual or estimated date of 
cessation of operations as a war facility” 
(Art. 185). 

(g) The amortization deduction (e), sep- 
arately computed as to the two classes of 
property in (c), is spread over the amortiza- 
tion period (f), having reasonable regard for 
the gross and net income for each of the 
years in the amortization period, and, where 
separately ascertainable, the income from 
the facilities upon which the amortization is 
claimed. When there are both classes of 
property, 7.¢., (c-1) and (c-2), to be con- 
sidered, the amortization period must be 
computed separately for each class of prop- 
erty.*® 

Prior to the law of 1921, the regulations 
contained the clause, “Depreciation for any 
taxable year after December 31, 1917 should, 
therefore, not be claimed with respect to 
property as to which an allowance for 
amortization in claimed.” In many in- 
stances the taxpayers were led to believe 
that the unamortized balance of property 
with respect to which allowance had been 
claimed in 1918 and 1919 returns was not 
subject to a claim for depreciation. The new 
regulations (1921) omitted the above clause 
and it was no longer doubted that deprecia- 


48 Adopted from R. H. Montgomery, Income Paz 
Procedure, 1923, pp. 1093-94. 


tion could be claimed on this balance just 
as on any other depreciable property. The 
balance would be the ‘“‘value in use” as 
finally determined. 

The law imposed no limitation on the 
amount of amortization to be deducted in 
any one year nor did it state that the entire 
amortization must be claimed against one 
year’s income. The intent of the law seemed 
to permit those entitled to such an allowance 
to write-off, as quickly as possible, the ex- 
cess cost of such plants over normal or pre- 
war cost and to apply such write-offs in the 
reduction of income reported for taxation in 
subsequent years. 

The only portion of the Excess Profits Tax 
of interest in this study is the effect of de- 
preciation on the determination of invested 
capital. 

For the purpose of the Excess Profits Tax, 
invested capital included the following: 

(1) Actual cash paid in for stock or shares. 

(2) Actual cash value of tangible prop- 
erty, other than cash, paid in for stock or 
shares, irrespective of the par value of the 
stock. If the cash value is shown to be in 
excess of such par value it will be treated as 
paid-in surplus 

(3) Paid-in or earned surplus and undi- 
vided profits; not including surplus and un- 
divided profits earned during the year, 

(4) Intangible property (patents, copy- 
rights, secret processes, formulas, goodwill, 
trade marks, franchises and the like) paid 
in for stock or shares to an amount not to 
exceed: (a) actual cash value at the time 
paid in, (b) the par of the stock issued there- 
for, or (ec) 25% of the par value of the out- 
standing shares of stock on March 3, 1917, 
in respect of all intangible property paid in 
prior to that date and 25% of the par value 
of the stock outstanding at the beginning of 
the taxable year in respect of all intangible 
property acquired after March 3, 1917. 

Invested capital was thus the capital 
actually paid in to the corporation by the 
stockholders, including the surplus and un- 
divided profits, and was not based upon the 
then present net worth of the assets de- 


49 Sec. 236(a). Reg. 62, 1922 ed. 
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termined by an appraisal or any other 
method. 

It will be recalled that the British de- 
termined invested capital from the asset side 
of the balance sheet, excluding written-off 
depreciation from the computation. In the 
United States the sum originally invested 
constituted the irreducible minimum and 
was determined from the liability side of 
the statement. However in both cases the 
determination of the “‘proprietor’s capital” 
was the fundamental concern of the law- 
makers. 

The accounting for depreciation had two 
effects upon the accounting for the Excess 
Profits Tax. First, the laws permitted the 
restoration to surplus account of any exces- 
sive depreciation charged off (with contra 
credit either to the property or the deprecia- 
tion reserve account) on property still 
owned and in use. The same is true of those 
assets purchased and charged against the 
earnings of the period when they were ac- 
quired. This adjustment to the surplus ac- 
count would increase the amount of invested 
capital and result in a larger credit against 
the earnings of the enterprise and thus re- 
duce the amount of taxes to be paid. Second, 
by the above adjustment the book value of 
the property would be increased and thus 
afforded a larger property base upon which 
subsequent allowances would be computed. 

The above adjustments to the surplus ac- 
count were not easy to apply. The books of 
the concern were presumed to show the facts 
and if a claim was made that its surplus was 
understated, the burden of proof rested upon 
the taxpayer. Office Decision 1104 in speak- 
ing of this matter said in part: 


A presumption should always exist that the 
taxpayer’s books of account reflect actual facts. 
The burden of proof is upon anyone who at- 
tempts to impugn the correctness of the books of 
account—upon the government if it seeks to re- 
duce the surplus account by charging off deprecia- 
tion which has not been claimed by the taxpayer, 
and upon the taxpayer where he claims that too 
much depreciation has been charged off in prior 
years. 


Returning to depreciation in the income 
tax proper, the most important change in 
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the 1924 law is found in the following new 
provision: 

Law: Sec. 204... (c) The basis upon which de- 
pletion, exhaustion, wear and tear and ob- 
solescence are to be allowed in respect of any 
property shall be the same as is provided in sub- 
section (a) or (b) for the purpose of determining 
the gain or loss upon the sale or other disposition 
of property... . 

The basis provided in Section 204(a) is 
cost and is concerned with property acquired 
after February 28, 1913. The basis provided 
in Section 204(b) is cost or value at March 
1, 1913, whichever is greater, and refers to 
property acquired prior to March 1, 1913. 
Previously the Treasury allowed deprecia- 
tion on March 1, 1913 value only, even 
when cost was greater. In that case the tax- 
payer would not be permitted to charge off 
the full original cost of the asset. Thus cer- 
tain inequities were now corrected by allow- 
ing depreciation on the greater of cost or 
market value. The insertion of an arbitrary 
value is usually contrary to accounting 
principles. Nevertheless, this insertion en- 
ables the taxpayer to recover at least cost in 
all cases and thus conforms more closely to 
the general purpose of accounting. 

The provisions of the laws of 1918 and 
1921 permitting deductions for amortization 
of war facilities were not re-enacted in the 
1924 law, although not all amortization 
claims had been settled and claims with 
respect to return of prior years could still be 
filed. 

Contrary to the practice in England, the 
Treasury Department found it inadvisable 
prior to 1926 to prescribe definite rates for 
specific classes of assets. During that year 
however the Commissioner initiated a study 
with a view to the establishment of agreed 
fixed rates of depreciation. Before this date 
the Commissioner and representatives of 
several industries had agreed upon rates as 
reasonable for major items of plant and 
equipment used in the businesses of the rep- 
resentatives. The purpose of the 1926 study 
was to extend similar agreements to the tax- 
payers of other industries. An average rate 
was to be determined, subject to the ap- 
proval or disapproval of the taxpayers, and 
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this average rate was to be acceptable as 
reasonable at all times and for any purpose 
by the Commissioner. There were also to be 
adopted maximum and minimum rates for 
depreciation, or for combined depreciation 
and maintenance charges, within which 
range the taxpayer would select a specific 
rate to be consistently applied. However 
these rates were not to be rigid. If upon 
affirmative evidence the taxpayer could 
prove peculiar circumstances in his opera- 
tions, the selection of a rate above the maxi- 
mum or below the minimum would not be 
prohibited. A continued study of this kind 
certainly holds promise of yielding valuable 
results both in expediting the audit of re- 
turns and the establishment of a norm by 
which the taxpayer may judge his claims. 

In a definition advanced in 1931, depre- 
ciation was said to be the gradual exhaus- 
tion, wear and tear of property through use 
in the trade or business, including normal 
obsolescence.*° Obsolescence was in turn de- 
fined as the “process of becoming obsolete, 
brought about by the progress of the arts 
and sciences, changed economic conditions, 
legislation, or otherwise, whereby it can be 
predicted with reasonable accuracy that 
property used in the trade or business will 
be useless at a definite date in the future 
prior to the expiration of the normal useful 
life of the property. 

The Bureau does not ordinarily approve 
composite rates and while the regulations 
clearly indicate that the item basis for com- 
puting depreciation is largely desirable from 
an income tax standpoint, practical account- 
ing limitations are recognized and the so- 
called unit-rate basis is approved where a 
reasonable showing is made of the correct- 
ness of the figures submitted. This basis ap- 
plies average rates to groups of assets de- 
termined to have similarity of useful life. 

Treasury Decision 4422 and Mimeograph 
number 4170 completely overshadow the act 
of 1932 and serve as the basis for changes in 
the Act of 1934. Due to the widespread in- 
terest shown by business men, accountants, 

50 Bulletin “F’’ Depreciation and Obsolescence, 1931. 


United States Printing Office, p. 2. 
Thid., p. 3. 
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and lawyers in this ruling, the events lead- 
ing up to the ruling and the ruling itself will 
be examined. 

First in the events preceding the installa- 
tion of the new Treasury policy we find the 
Sub-Committee of the House Committee on 
Ways and Means stating in its report on 
December 3, 1933, that depreciation deduc- 
tions had been increasing for years. The re- 
port also set forth statistics purporting to 
show that in 1930, in the case of corporations 
reporting net income, the depreciation de- 
duction amounted to 28.2% of the income 
before the deduction.» The Sub-Committee 
therefore recommended that a flat reduction 
of 25% be made in depreciation allowances 
which would have been allowable in 1934, 
1935 and 1936, estimating a resulting in- 
crease of $85,000,000 in revenue. This flat 
reduction was opposed by Secretary of the 
Treasury Morgenthau,® who offered a sub- 
stitute measure in the form of a plan to 
reduce these allowances by administrative 
action. The substitute was embodied in a 
letter to the Sub-Committee and said in 
part: 

It is intended that this shall be accomplished, 
first, by requiring taxpayers to furnish detailed 
schedules of depreciation containing all the facts 
necessary to a proper determination of deprecia- 
tion; second, by specifically requiring that all de- 
ductions for depreciation shall be limited to such 
an amount as may reasonably be considered 
necessary to recover during the remaining useful 
life of the asset the unrecovered basis of the asset; 
and third, by amending the Treasury Regulations 
to place the burden of sustaining the deduction 
squarely upon the taxpayers so that it will be no 
longer necessary for the Bureau to show by clear 
and convincing evidence that the taxpayer’s de- 
ductions are unreasonable. These changes will in- 
crease the revenue greatly and records indicate 
that it will approximate that which would result 
from the other proposal. . . . 


Recognizing the fairness of the position 
taken by the Department and relying on 


8 This is based upon figures from the private files of 
the Secretary of Treasury. None of these however were 
made public. 

53 This stand was taken after the Treasury Depart- 
ment assured him the same results could be obtained in 
another way which would not run the risk of being 
declared “‘illegal.” 
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the assurance of proper administration, Con- 
gress refrained from making any statutory 
changes affecting depreciation deductions. 

The Treasury Department lost no time in 
making good its promise. On February 28, 
1934, T.D. 422 was promulgated, amending 
Art. 205 of Regulations 77 and 74, and Art. 
165 of Regulations, 69, 65, and 62, i.e., back 
to and including the Act of 1921. The amend- 
ments carried out the points in the letter 
quoted above. 

The change in the Treasury policy can 
best be shown in a comparison of Article 
93(1)-5 of Regulation 86 (Act of 1934 with 
Article 205 of Regulation 77 (Act of 1932) 
as the latter stood before amendment by 
T.D. 4422. 

The following sentence was eliminated 
from Regulation 77 (Art. 205): “If it de- 
velop that the useful life of a property will 
be longer or shorter than the useful life as 
originally estimated under the then known 
facts, the portion of the cost or other basis of 
the property not already provided for 
through depreciation allowances determined 
in accordance with the useful life of the 
property as originally estimated, should be 
spread over the remaining useful life of the 
property as re-estimated in the light of sub- 
sequent facts, and depreciation deductions 
taken accordingly.”’ Also eliminated was the 
sentence, ““While the burden of proof must 
rest upon the taxpayer to sustain the deduc- 
tion taken by him, such deductions will not 
be disallowed unless shown by clear and 
convincing evidence to be unreasonable.” In 
lieu of this latter sentence there was sub- 
stituted the following: ‘““The burden of proof 
will rest upon the taxpayer to sustain the 
deduction claimed. Therefore, taxpayers 
must furnish full and complete information 
with respect to the cost of other basis of the 
assets in respect of which depreciation is 
claimed, their age, condition and remaining 
useful life, the portion of their cost or other 
basis which has been recovered through de- 
preciation allowance for prior taxable years, 
and such other information as the Commis- 
sioner may require in substantiation of the 
deduction claimed... 

% Art. 23(e)-5, Regulation 86. 
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The wording of later rulings would seem to 
indicate that the provisions of T.D. 4422 
were to be administered with the least pos- 
sible effort and expense on the part of the 
taxpayer; with this end in view three classes 
of taxpayers were not required to file in- 
formation (unless requested) in respect to 
deductions in the past and present. The 
classes are as follows: (1) those taxpayers 
whose returns show net losses after appro- 
priate adjustments, (2) those taxpayers 
whose returns indicate clearly that only 
reasonable amounts of depreciation have 
been claimed, and (3) those taxpayers whose 
returns indicate that the depreciation deduc- 
tion is a very minor factor. 

It is difficult to indicate with any degree 
of certainty the extent to which the Treasury 
Decision was made for the sole purpose of 
increasing government revenues. Some por- 
tions of the Treasury Decision would lead 
one to believe that the Bureau was attempt- 
ing to eliminate only the practice of writing 
off depreciation at an excessive rate and 
carrying the asset as one fully depreciated 
though still in use. Even if this was the in- 
tention of the Treasury, it must be noted 
that the Treasury would have received all 
the revenue that was payable to it under the 
law through the tax upon the increased in- 
come of those later years in which no de- 
preciation could be deducted. The basis was 
thus suddenly changed to “unrecovered 
cost,”” i.e., the remaining value would be 
spread over the remaining life of the asset 
estimated in the light of present events. The 
collection of revenue would be increased in 
the present when the money was needed, or 
rather wanted by the government, instead 
of in future years. 

The apportionment of the unrecovered 
cost over the remaining years of useful life 
is eminently sound from a tax standpoint. 
From the standpoint of commercial ac- 
counting, retroactive adjustments through 
surplus are preferable. The Treasury policy 
is simply a continuation of the procedure 
followed for years with respect to revisions 
of estimated depreciation. 

Obviously those taxpayers whose depre- 
ciation deductions are clearly excessive and 
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unreasonable will be compelled by T.D. 
4422 to reduce their claims with a subse- 
quent increase in the income tax to be paid 
in the now-open years. Those taxpayers 
whose deductions have been reasonable have 
nothing to fear unless the Treasury alters 
its present stand by doing what it failed to 
do in 1934—that is by making a flat reduc- 
tion in all rates. 

Having reviewed the history of deprecia- 
tion in the income tax practice of England 
and the United States, we are now in a posi- 
tion to raise three distinct questions: (1) 
what has been the effect of the laws of one 
country upon the other, (2) what has been 
the effect of the laws upon accounting theory 
and practice, and (3) what influence has 
accounting theory and practice exercised 
upon the laws? 

Great Britain began her income tax late 
in the eighteenth century, United States ap- 
proximately seventy-five years later. The 
tax laws in both cases were the result of 
emergency conditions and were looked upon 
as temporary measures. But in both coun- 
tries they have become very important units 
in the respective fiscal system and there 
is every indication that they will so re- 
main. 

Strange as it may seem neither the legis- 
lative bodies of Great Britain nor of the 
United States have cared to pay much atten- 
tion to each other. Due to the differences in 
the concept of income, in the temperament 
of the people and in constitutional limita- 
tions, the laws have developed along quite 
different lines in both countries. 

In dealing with the income from business, 
professions, etc., the British law starts with 
a conception of the actual profits, 7.e., the 
net profits. The law does not set out allow- 
able deductions from gross profits but con- 
tents itself with specifying deductions that 
may not be made. The American law on the 
other hand first outlines what may be in- 
cluded in gross profits. Next follows a list of 
items which are not to be included because 
of exemption from the income tax. Then are 
set forth deductions which may be made 
from gross in arriving at net profits and 
certain changes which are not so deductible. 


The net income figure thus ascertained is the 
amount subject to the tax. 

The people of the two countries have been 
vital factors in the writing of the respective 
laws. The natural conservatism of the Eng. 
lish people reflects itself in the law. Since 
1842" there have been few changes. It is 
true that the British have passed Finance 
Acts yearly since that time but for the most 
part they have been concerned only with the 
renewal of the past measures and the estab- 
lishment of rates for the year to which the 
Act applies. Changes are made slowly. This 
is easily shown in the case of obsolescence. 
although allowed in some cases “‘in practice” 
in 1897 it was not until the Customs and 
Inland Revenue Act of 1918 that it was 
written into the law itself. 

In the United States the “trial and error” 
method has been emphasized. On the spur 
of the moment a change has been made and 
if it was found that it worked its retention 
was assured; if it failed, another plan was 
tried. Each law has been radically different 
from its predecessor. 

With respect to depreciation and ob- 
solescence the two laws are quite divergent. 
In England a narrow interpretation is 
placed upon the allowance for depreciation 
while in the United States the latitude al- 
lowed is quite remarkable. Only one explana- 
tion is possible. The wide development of 
accounting came after the inception of the 
income tax in Great Britain and the theory 
of depreciation as it is understood today was 
therefore not known to the makers of the 
law. With the firms failing to recognize such 
a cost it is to be expected that Parliament 
would not include provision for such charges 
when they wrote the statutes. 

The establishment of rates through con- 
ferences between the British government 
and the taxpayers antedated the same pro- 
cedure in the United States by several years. 
It is logical to believe that the success of the 
British with this scheme might have been a 
prime factor in causing the adoption of the 
same policy in this country. 

The present plan of the United States is 


5 Or earlier, for the Act of 1842 was copied from 
previous laws. 
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evidently to study the experience of Eng- 
land, Pursuant to this policy a committee 
headed by Roswell Magill acting under the 
instruction of the Joint Committee of In- 
ternal Revenue Taxation of the United 
States Congress, recently visited England 
to study the income tax laws and their ad- 
ministration. A complete summation of their 
findings was prepared for the information of 
Congress. What use will be made of this 
summary is problematical, but no doubt an 
attempt will be made to adopt some of the 
British practices in future income tax laws of 
this country. The conditions in the two 
countries are not identical and there must be 
a wide difference in the taxation programs, 
but fundamentally the same principles could 
be common to both nations. 

In regard to the non-revenue effects of the 
American laws, it has been said: 

The income tax regulations have no doubt been 
more potent in bringing about this condition 
[the general recognition of depreciation] than the 
admonitions of the accountants or the argu- 
ments of the academicians.” 

At that time [1908] any recognition of depreci- 
ation was relatively uncommon in the accounts of 
American corporations, and the relatively few 
companies which showed depreciation in pros- 
perous years grew fainthearted when the business 
was poor. But an examination of the balance 
sheets of corporations during the trying period 
after the World War shows that many of them 
made charges for depreciation even though that 
resulted in a net deficit. This closer adherence to 
correct accounting principles was doubtless 
_— by the provisions of the income tax 

w. 


Business men of the older generation were 
apt to look upon depreciation as a matter of 
accounting theory which they might adopt 
or ignore according to their individual 
wishes. Prior to the advent of these laws no 
amount of moral suasion or logical argument 
could bring these many corporation officials 
to the point of making adequate allowances 
in their accounts for depreciation. The same 
result is found in England where the reports 

56 Magill, R., Summary of the British Tax System, 
U.S. Printing Office, 1935. 

57 Accountants’ Handbook, Second Edition, p. 578. 


58 Hatfield, H. R., Accounting, Its Principles and 
Problems, p. 140. 
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of the Exchequer show that the amount of 
income exempted on account of wear and 
tear rose from £4,000,000 in 1893-4 to 
£12,750,000 in 1902-3 although the law was 
not changed in any one of the intervening 
years. 

In many instances the regulations em- 
ployed well-established accounting principles 
and methods in definitely outlining the pro- 
cedure to be followed. These principles were 
literally forced upon the business world and 
methods were brought into use almost over- 
night which otherwise would have been neg- 
lected for years. 

One of the most beneficial results of the 
income tax was that it brought to the atten- 
tion of the taxpayers the necessity of keep- 
ing accurate records. The government has 
immensely strengthened the accountant’s 
long maintained position that the book of 
account should show all the facts, and that, 
when it is found necessary to re-estimate 
values, the manner and amount of such 
estimates should be clearly written into the 
accounting history of the enterprise. 

In both the United States and Great 
Britain, the most commonly accepted 
method of computing depreciation in prac- 
tice is that sanctioned by the laws in the 
respective countries. In England the reduc- 
ing balance method is the only one sanc- 
tioned (except in the case of ships); it is 
used in the accounting procedure as a matter 
of course. One English authority states with 
respect to this, “It may be considered as 
regrettable that this circumstance should be 
allowed to affect the operation of the ac- 
counting science.’’®® 

Prior to the introduction of the income tax 
in the United States, it was quite usual for 
depreciation to be calculated on the declin- 
ing value of the asset. However, since the 
Treasury Department has consistently rec- 
ommended the straight-line method (except 
in extraordinary cases) the declining value 
method has almost entirely disappeared 
from practice. Accountants have accepted 
the straight-line method based upon cost as 
the most practical. 


59 Rowland, S. W., Accounting, p. 299. 
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Undoubtedly the knowledge of the ac- 
countants, in respect to depreciation, ob- 
solescence, and amortization, has been con- 
siderably broadened as a result of the argu- 
ments advanced by the Treasury Depart- 
ment. The handling of tax cases before the 
Board of Tax Appeals has also necessitated 
the preparation of the cases upon principles 
that would stand the test of a court hearing. 

In speaking of the effect of the income tax 
upon accounting, one writer has said: 

Through it and particularly through the 
thorough work of the accountants in connection 
with it, old ideas of primitive accounting are pass- 
ing out of business and new and valuable ideas 
are coming in.® 

While the regulations and rulings of the 
Bureau of Internal Revenue are bound to 
exercise a marked influence on the develop- 
ment of accounting procedure, the funda- 
mental accounting principles are not likely 
to be seriously disturbed by any action of 
the Treasury Department. 

In the construction and application of the 
first inco..e tax law, the fundamental task 
of Congress and the Treasury Department 
was the establishment of rules and proce- 
dures to govern the determination of profit 
or loss. The American law makers turned to 
accounting for the principles by which in- 
come should be determined. This was not 
thoroughly done in England. The fact that 
accounting developed from bookkeeping after 
England began her income tax may partly 
explain this fact. The writer does not wish 
to go on record as saying that these law- 
makers did not turn to accounting, (or to 
bookkeeping, as it may perhaps more prop- 
erly be called at that early date). However 
it is clear that the profession was better de- 
veloped when the United States began its 
income tax with the law of 1909; the in- 
fluence of professional ideas and practices 
upon the statutes were therefore more 
marked than would have been had our laws 
been framed earlier. 

Throughout the history of the British 
Income Tax, the activity of the accountant 


8° Geo. Nutter at the 25th Anniversary Meeting of 
the Massachusetts Society of C.P.A.’s at Boston, 
April 27, 1925. 


is also quite noticeable. It was an accountant 
(Mr. Chadwick) who was one of the most 
ardent supporters of the proposal for allow- 
ing “‘wear and tear” which was injected into 
the statutes in 1878. Accountants have 
testified before various committees and the 
committees have recommended changes in 
the law which would have brought the 
statutes more into accord with accounting 
principles. But for the most part these sug- 
gestions have not been incorporated into the 
British law. 

The British practice of deducting, for in- 
come tax purposes, the depreciation allow- 
ance from the taxable profits after these 
have been reported by the taxpayer is not 
found in the laws of the United States. The 
reason for its appearance in the English law 
is no doubt found in the fact that when the 
“wear and tear” allowance was first intro- 
duced into the statutes it was the common 
practice of the companies to state the profits 
and then through an explanatory state- 
ment to note that this was the profit before 
depreciation and dividends. Even though 
this practice is not used by accountants at 
the present time the law still retains the 
feature. It is another case of the law of the 
land not keeping pace with the development 
of good accounting. 

In the early days of the tax in this country 
one finds quotations such as the following: 

It is now the duty of every public accountant, 
and of every client of an accountant, to vigor- 
ously protest against the administration of the 
law until its requirements are made to harmonize 
with the existing, well established accounting 
methods." 


The position thus taken by the account- 
ants in the evolutionary period resulted in 
the correlation of theoretical and practical 
methods; in the end many valuable sugges- 
tions were incorporated into the income tax 
laws. 

No more fitting tribute could be paid to 
those accountants who have striven for 
sound principles of accounting in income tax 
matters than that spoken by Charles D. 


6 From an address by Allen R. Foote before the 
American Association of Public Accountants in Denver, 
Colo., October 18-21, 1909. 
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Taxability of Stock Dividends Under Federal and State Laws 


Hamel, former Chairman of the United 
States Board of Tax Appeals, when he said: 


The important part played by the accountant 
in the administration of the law during these 
years has had its effect upon the principles in- 
volved in the more recent acts. The principles 
embodied in the present act are the result of 
knowledge obtained by the Treasury Department 
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through its administration of the law. Many of 
the most important changes are those founded 
upon sound principles of accountancy, many of 
which have gone into the regulations and subse- 
quently became a part of the law itself.* 


62 Address delivered at the annual meeting of 
C.P.A.’s at Detroit, Mich., September 12, 1924. The 
Certified Public Accountant, Vol. 3, p. 273. 


TAXABILITY OF STOCK DIVIDENDS UNDER 
FEDERAL AND STATE LAWS 


Harry D. 


income in hands of the recipient? No 

single issue involving economic, fi- 
nancial, accounting and social considera- 
tions has probably provoked so much dis- 
cussion over so long a time as has this one. 
Views expressed on the subject are numer- 
ous and conflicting not only because dif- 
ferent aspects of the problem are emphasized 
by different persons, but also because a 
given aspect itself has undergone change be- 
cause of developments within the given field 
of thought or practice. The present discus- 
sion is limited to a review of the legal his- 
tory of the problem insofar as it relates to 
the income-tax laws of both federal and 
state governments.! 


NES stock dividends be considered 


THE 1913 ACT AND TOWNE VS EISNER 


Under the series of Federal income-tax 
laws since the sixteenth amendment was 
passed in 1913,? dividends have been subject 


1 A related problem, not treated here, is the deter- 
mination of the amount of taxable gain when either the 
dividend shares or the shares upon which the dividend 
was received is sold. 

As to the Federal law, see sec. 113, 1934 Act, (48 
stat. 706-9), and regulatons thereunder, Reg. 86, art. 
22(a) (8), art. 113(a) (12) (1). See also sec. 113, 1936 
Act. For discussions of the problem see Comment 
(1984) 12 N.Y.U.L.Q. Rev. 283; Meggs, D. B., Compu- 
tation of Income (1924) 13 Calif. Law Rev. 13; Klein, 
J. J., Federal Income Taxation (1929) 856-59; Mont- 
gomery, R. H., Fed. Tax Handbook (1934), pp. 190- 
96, 1927 Edition, 453-58. 

As to the state income-tax laws, see provisions bear- 
ing on the point in the individual state statutes. 

2 The sixteenth amendment authorized the enact- 
ment of a Federal Income Tax. A brief history of the 
events leading to the passage of this amendment is 


KERRIGAN 


to tax in hands of the recipient.’ The 1913 


desirable at this point. The first American income-tax 
law was passed on August 5, 1861, as a revenue meas- 
ure to help finance the Civil War. Before the Act went 
into effect, a second law was known as the Act 
of July 1, 1862. Taxes were to be levied under the latter 
law beginning with 1863, and were to be in force for 
four years. Two later Acts, one as of March 3, 1863 and 
another one as of June 30, 1864, continued the tax until 
the close of 1872, when the last Act expired. After a 
laps of twenty-two years, a federal income tax was 
reim in 1894 under the Revenue Act of 1894, 
which was to have become effective August 28, 1894. 
This law, however, was never enforced. It was declared 
unconstitutional in the famous case of Pollock v. Farm- 
ers’ Loan and Trust Co. (157 U.S. 429; 158 U.S. 601), 
decided on May 20, 1895. The court’s unds for 
unconstitutionality were that (1) a tax on income is in 
substance a tax on the source thereof, (2) a tax on 
property, real or personal, is a direct tax, and hence (3) 
a tax on the income from property is a direct tax, which, 
under the constitution, may not be levied without ap- 
portionment among the several states according to 
population (Constitution, Art. 1, sec. 9, cl. 4). 

The Pollock decision started a movement for a con- 
stitutional amendment to permit the taxation of in- 
comes by the Federal Government. The movement 
culminated in the adoption in 1913 of the sixteenth 
amendment, which reads as follows: “The Congress 
shall have power to lay and collect taxes on incomes, 
from whatever source derived, without apportionment 
among the several states, and without regard to any 
census or enumeration.” An interesting interlude be- 
tween the 1894 Act and the first law under the authority 
of the Sixteenth Amendment took place in the form of 
the Corporation Excise Tax of 1909, enacted August 5, 
1909. This Act imposed on 
measured by net income, for . of — 


in Flint ¢ v. Stoney-Tracy 
March 13, 1911. Though held by the court not to be an 
income tax and therefore not a direct tax within the 


meaning of the Constitution, the Act may nevertheless 
be regarded as a forerunner of the income-tax meas- 
ures which were to follow. The 1909 law remained in 
force until the effective date of the Revenue Act of 
1913. 

3 Individuals were allowed, in the Acts prior to 1936, 
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Act contained no mention of stock dividends, 
but the Bureau of Internal Revenue in- 
terpreted the law to include stock dividends 
as income‘ and hence subject to tax. This 
interpretation was questioned by a tax- 
payer, H. R. Towne, who carried the case to 
the United States Supreme Court. The 
court decided in favor of the taxpayer, de- 
claring that stock dividends were not tax- 


to exclude dividends received from income for pur- 
poses of the normal tax, but were required to include 
such dividends in computing surtax (e.g. 1934 Act, 
sec. 25(a) (1) (48 Stat. 69)). Under the 1936 Act, 
however, such dividends must be included in comput- 
ing normal tax. As to corporations, from 1916 to 1934, 
inclusive, dividends received from a domestic corpora- 
tion subject to the tax were allowed to be excluded from 
income for purpose of the tax (e.g. 1934 Act, sec. 23 
(p) (48 Stat. 690)). Under the 1935 law, this exemption 
was reduced to 90% of the amount so received (Sec. 
102(h), (49 Stat. 1016)), while under the 1936 law the 
exemption was further reduced to 85% of the amount 
received (Sec. 26(b)). Moreover, under the new dual 
(1) normal tax on net income and (2) surtax on undis- 
tributed net income, the credit allowed against net in- 
come for dividends received, in computing normal tax, 
is not available in computing surtax. 

The principle behind the exemption of dividends re- 
ceived from income subject to normal tax is avoidance of 
double taxation on the theory that the corporation 
itself paid a tax on the income before any part of it 
became available for dividend distribution. The legis- 
lative trend seems definitely to pay less attention to this 
principle. 

‘ The department at first noted that such dividends 
were not subject to tax (T.D. 2163, Feb. 18, 1915): 

“Stock dividends issued as a bona fide and permanent 
increase of the capital stock of corporations . . . with- 
out intent to evade the imposition of the personal in- 
come tax, are held to represent capital; and are not 
subject therefore to the income tax as gains, profits and 
income in the hands of stockholders.” 

The Department later reversed its position and held 
stock dividends taxable (T.D. 2274. Dec. 22, 1915): 

“Stock Dividends paid from the net earnings or the 
established surplus or undivided profits of corporations 
... are held to be the equivalent of cash, and to con- 
stitute taxable income under the same conditions as 
cash dividends.” 

5 Towne v. Eisner, 245 U.S. 418, decided January 7, 
1918. The reported facts of this case were as follows: 
The corporation declared a dividend on Dec. 17, 1913, 
in the amount of $1,500,000 from earnings made prior 
to January 1, 1913, payable in the form of new stock, 
par value $100 per share. Towne received 4,174} shares 
which represented his pro rata proportion of the divi- 
dend stock. The Revenue Department assessed a tax 
on this stock as equivalent to $417,450 income in cash. 
Towne paid the tax under protest and sued to recover. 
The lower court (242 F.702 (1917)) held Towne was 
liable for the tax on a sum equal to the par value of the 
dividend stock received because it was income within 
the Act of 1913. The case was then appealed by Towne 
on the ground that the 1913 Act so construed was un- 
constitutional. 
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able as income under the Act. In support of 
its decision, the court said :’ 


A stock dividend really takes nothing from the 
property of the corporation, and adds nothing to 
the interest of the shareholders. Its property is 
not diminished and their interests are not in- 
creased. ... The proportional interest of each 
shareholder remains the same. The only change 
is in the evidence which represents that interest, 
the new shares and the original shares together 
representing the same proportional interest that 
the original shares represented before the issue 
of the new ones....In short, the corporation 
is no poorer and the stockholder is no richer than 
they were before. . . . What has happened is that 
the plaintiff’s old certificates have been split up* 
in effect and have diminished in value to the ex- 
tent of the value of the new.” 


The significance of the foregoing decision 
was restricted by several facts peculiar to the 
case. (1) The court relied for authority upon 
Gibbons vs. Mahon, decided in 1890, which 
held stock dividends to represent capital in- 
terest for purposes of distribution between 
life tenant and remainderman.® (2) The 
profits in question were earned prior to Jan- 
uary 1, 1913.1° (3) The Act under which the 


6 Thus in this the first case in which the question of 
stock dividends as taxable income was raised, the court 
emphasized the distinction between capital and income, 
and held that dividend stock represents capital, not 
income, and that a tax on the former is a direct tax 
which is unconstitutional unless levied by apportion- 
ment. This point is discussed further in connection 
with Eisner v. Macomber in the next section. 

7 245 U.S. 418, at p. 426. 

8 The court’s language is not to be read literally. 
Shares, not certificates, are split up or subdivided. 

® That the analogy is not well taken will be clear 
from noting the difference in the two problems. The 
question in the trust cases is to find a basis for distribut- 
ing the stock dividends as between life tenant and re- 
mainderman which would most nearly approach what 
the settlor of the trust had probably intended. A testa- 
tor may indicate that stock dividends, apart from 
whether they are income or capital, be considered as 
part of corpus in order to safeguard the voting rights 
of the stock representing the corpus. A diversity of 
court rules exist on this subject. On the other hand, the 
question for income-tax purposes is whether a stock 
dividend is income within the meaning of the Six- 
teenth Amendment. See on this point, dissenting opin- 
ion of Mr. Justice Brandeis in Eisner v. Macomber, 
252, U.S. 189, at pp. 234-36. 

16 Not until the 1917 Revenue Act was passed was 
there any specific provision in the law that dividends 
paid were deemed to be out of the most recent earnings 
or profits. See 1917 Act, sec. 1211 (31) (b) (40 Stat. 
338); T.D. 3428, C.B. n-11; T.D. 3797, C.B. v-1, 158. 
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case was tried was silent with respect to 
stock dividends. Though Towne v. Eisner 
is an important link in the development of 
the Supreme Court’s attitude on the stock- 
dividend question, it remained for Eisner 
». Macomber, discussed below, to afford the 
court the occasion to re-examine the subject 
exhaustively. 


THE 1916 ACT AND EISNER V. MACOMBER 


Before Towne v. Eisner was decided by 
the Supreme Court, the Revenue Acts of 
1916 and 1917 had become law. Both of 
these Acts expressly provided that stock 
dividends were taxable as income." The 
revenue department continued to tax stock 
dividends under the specific provisions of the 
new Acts.!? Eisner v. Macomber soon gave 


1 Title 1, Part 1, sec. 2(a) of the 1916 law reads as 
follows (39 Stat. 756): “the term ‘dividends’ as used in 
this title shall be held to mean any distribution made 
... by a corporation . . . out of its earnings or profits 
accrued since March first, nineteen hundred and thir- 
teen and payable to its shareholders, whether in cash 
or in stock of the corporation . . . which stock dividend 
_ be considered income, to the amount of its cash 
value. 

Title x11, sec. 1211 of the 1917 law (40 Stat. 387-38) 
and Title 1, Part 1, sec. 201 (a) and (c) of the 1918 law 
(40 Stat. 1059) read the same as the 1916 law except for 
the last clause which is as follows: “which stock divi- 
dend shall be considered income, to the amount of the 
earnings or profits so distributed.” 

12 See Letters to Collectors, January 10, 1918, Cor- 
poration Trust Co., Income Tax Service, 1919, Par. 81. 

18 252 U.S. 189, decided March 8, 1920. The facts 
reported are as follows: In January, 1916, the corpora- 
tion (Standard Oil Company of California) shan pred 
stock in the amount of 50% of that already outstanding 
and transferred from its surplus to capital stock an 
amount A nage to the par value of the stock so 
issued. Mrs. Macomber, being the owner of 2,200 
shares of the old stock received certificates for 1,100 
additional shares, of which 18.07% or 198.77 shares 
par value $19,877, was treated by the government as 
representing surplus earned since March 1, 1913, the 
date taken as approximating that of the adoption 
of the 16th Amendment, and hence as taxable income. 
She paid the tax on the $19,877 under protest and 
sued to recover. The lower court decided in ~~ of 
the taxpayer, and the Government appealed to the 
Supreme Court. 

The government’s position is well stated in the fol- 
lowing excerpt from its argument (p. 194): 

“The important fact is that, assuming profits have 
been earned since March 1, 1913,” the recipient of the 
stock dividend “has become richer since that date 
through the earnings of his invested capital. Congress 
has seen fit to say, that these earnings may accumulate 
free from tax until they are delivered to him either as 
cash or in stock. His gain comes, not from the declara- 
tion of a dividend of any kind, but from what his capital 
has earned. The only effect of the dividend is to fix the 


the Supreme Court an opportunity to con- 
sider again the taxability of stock dividends 
as income. The court affirmed by a five-to- 
four vote the decision of the lower court in 
favor of the taxpayer, holding that stock 
dividends were not taxable as income under 
the 16th Amendment. The reasoning of Mr. 
Justice Pitney, representing the majority 
opinion, may be briefly analyzed. 

(1) The decision of Towne v. Eisner is 
controlling in the instant case for the basis 
for the conclusion there reached" applies 
here. The essence of the reasoning there was 
that neither the corporation nor the stock- 
holder is richer or poorer because of a stock 
dividend. The transaction is nothing but a 
readjustment of the evidence of title to what 
is already capital to the stockholder. 

(2) A stock dividend is not income within 
the meaning of the 16th Amendment. In- 
come, to be taxable must be realized. It is 
not enough to have an increment or gain in 
the invested capital; the gain, to be taxable, 
must be severed from the capital and be 
received or drawn by the recipient. This 


date upon which, under the law, his share of corporate 
earnings, previouly accrued, becomes taxable.” 

Mrs. Macomber’s counsel (Mr. Charles E. Hughes) 
argued as follows (pp. 195, S apr “Undivided corporate 
profits are not income to the stockholder. It i ne of the 
ee of i noone that it should be realized. . . . Income 

implies separation and realization. The in- 

crease ar The | orest is not income until it is cut. The 
increase of the value of lands due to the growth and 
pees, of the community is not income until it is 
realized . . . when a corporation earns profits, it receives 
money over the amount of its expenditures. The money 
belongs to the corporation; the profits are the property 
of the corporation. If the corporation distributes its 
earnings in dividends, properly so called, that is, in 
money or in property in , the stockholder has 
realized a gain and that gain is income. . . The cor- 
poration must, of course, pay its income tax upon its 
a, but there is no income to the shareholder unless 
receives it. His share interest is a ‘capital interest.’ 


“Income i is the gain, come to fruition, from capital, 
from labor, or from both combined. This is sound doc- 
trine both in law and in economics. Income of a corpora- 
tion is not income of a shareholder until distributed. A 
‘stock dividend’ is not income. It does not constitute a 
distribution of anything; it is a mere readjustment of 
capital.” 

4 245 U.S. 418. 

The from Mr. Justice Pitney’s 
opinion amplify point: 


Income is “not a growth or increment of value in the 
. severed from the capital 
ek ¢ drawn by the recipient [the 
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is a constitutional requirement, its essential 
thought being clearly set forth in the 16th 
Amendment.'* 

(3) Though a shareholder may sell his 
dividend stock, to do so decreases his capital 
interest and voting power. If he does not 
sell, unless he has other resources he cannot 
pay an income tax upon the dividend stock. 
This inability to pay the tax without con- 
verting a portion of the capital clearly shows 
that to tax a stock dividend is to tax a 
capital increase.” 

(4) The dividend stock does not measure 
the gains accruing to the credit of the par- 
ticular shareholder as a result of the profit- 
able operation of the corporation. This is 
because (a) it would depend upon how long 
the shareholder had held his stock cl 


taxpeyetl for his separate use, benefit and disposal . . 
p. 2 


Two attributes of income stand out in this definition: 
@), ae must be a gain, and (2) the gain must be 
ized. 


The transaction involving a stock dividend “is 
merely bookkeeping that does not affect the aggregate 
assets of the corporation or its outstanding liabilities; 
it affects only the form, not the essence, of the ‘liability’ 
acknowledged by the corporation to its own share- 
holders, and this through a readjustment of accounts 
on one side of the balance sheet only; increasing ‘capital 
stock’ at the expense of ‘surplus,’ it does not alter the 
pre-existing proportionate interest of any stockholder 
or increase the intrinsic value of his holding or of the 
aggregate holdings of the other stockholders as they 
stood before. The new certificates simply increase the 
number of the shares, with consequent dilution of the 
value of each share. 

“Far from being a realization of profits of the stock- 
holder,” a share dividend “tends rather to postpone 
such realization ... The essential and controlling 
fact is that the stockholder has received nothin out of 
the company’s assets for his separate use and benefit; 
on the contrary, every dollar of his original investment, 
together with whatever accretions and accumulations 
have resulted from employment of his money and that 
of the other stockholders in the business of the com- 
pany, still remains the property of the company, and 
subject to business risks which may result in wiping out 
the entire investment. Having regard to the very truth 
of the matter, to substance, and not to form, he has re- 
ceived nothing that answers the definition of income 
within the meaning of the 16th Amendment.... 

“‘We are clear that not only does a stock dividend 
really take nothing from the corporation and add noth- 
ing to that of the shareholder, but that the antecedent 
accumulation of profit evidenced thereby, while indi- 
cating that the shareholder is the richer because of an 
increase of his capital, at the same time shows he has 
not realized or received any income in the transaction” 
(pp. 210-12). 

16 P, 207, 

17 P, 213, 


out the operations that make the dividend 
possible, and (b) gain resulting from in- 
crease in value of invested capital is not in- 
come in any proper sense.!* 

(5) Congress has power to tax stock divi- 
dends, per se, but such a tax is in effect a 
property tax, which, being a direct tax, 
must under the Constitution as it now stands 
be levied among the several states according 
to population.!® 

Four justices dissented from the majority 
opinion. Their views are set forth in two 
opinions, each presenting different grounds 
for dissent.2° The chief points made were 


18 Pp. 214-15. 

19 P. 217. This would be out of question as it is ad- 
impractical. 

0 Pp. 2 

The het of Mr. Justice Holmes, concurred in 
by Mr. Justice Day, declared it unnecessary to demon- 
strate that a stock dividend is income in order to render 
it taxable under the 16th Amendment. The layman in 
voting for the Amendment, in Holmes’ view, assumed 
that stock dividends would be subject to tax thereunder, 
and that such a tax would be an indirect tax whether 
stock dividends are income or not: 


“TI think that Towne o. Eisner . . . . was right in its 
reasoning and result, and that on sound principles the 
stock dividend was not income. But it was clearly inti- 
mated in that case [Holmes delivered the opinion for 
the unanimous decision in that case] that the construc- 
tion of the statute then before the court might be differ- 
ent from that of the constitution. ... I think that the 
word ‘incomes’ in the 16th Amendment should be read 
in ‘a sense most obvious to the common understanding 
at the time of its adoption. .. .’ For it was for public 
adoption that it was prepared. . . . The known purpose 
of this Amendment was to get rid of such questions 
as to what might be direct taxes, and I cannot doubt 
that most people not lawyers would suppose when they 
voted for it that they put a question like the present 
to rest” (pp. 219-20). 


Mr. Justice Brandeis’ dissent, concurred in by Mr. 
Justice Clarke, attempts to meet the majority argu- 
ments more 

(1) Corporations retain profits, and yet make a dis- 
tribution in two ways: through a share dividend or 
through a cash dividend accompanied by a preferential 
opportunity to subscribe for an increase of stock. 
Realistically viewed, argues Brandeis, the two methods 
are essentially identical, and since the latter is taxable 
as income to the shareholder, the former should be also 

see pp. 220-24). 

(2) In answer to Pitney’s point that the corporation 
parts with nothing, Brandeis replies that assets do not 
have to be physically segregated before income to the 
recipient can be recognized, referring for support to the 
taxability of gains of a partner from partnership opera- 
tions though such gains are still retained by the partner- 
ship (pp. 229-30). 

(3) Turning to another line of attack, Brandeis ar- 
gues that Congress has the right (a) “to make divi- 
dends representing profits, taxable as income, whether 
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that (1) Congress has the power to expressly 
tax stock dividends, since the “known pur- 
pose” of the 16th Amendment was to permit 
this; (2) a stock dividend is substantially 
identical to a cash dividend with an option 
to buy more stock, and since the second is 
taxable income, why not the first?; (3) all 
dividends out of corporate earnings are 
basically the same and all should therefore 
produce taxable income, whether the medium 
of payment is cash or shares. 


LATER ACTS AND DECISIONS 


The decision in Eisner v. Macomber ended 
the attempts of Congress to tax stock div- 
idends as income. Commencing with the 
1921 Act, the Federal Revenue Laws have 
specifically exempted such dividends from 
income taxation.”! Although the Macomber 


the medium in which the dividend is paid be cash or 
stock”; and (b) “‘to define, as it has done, what divi- 
dends representing profits shall be deemed income” 
(pp. 237-38, 226-27). 

For other criticism of the court’s decision, see E. R. 
A. Seligman, Implications and Effects of the Stock 
Dividend Decision (1921), 21 Col. Law Rev. 313; 
E. H. Warren, Taxability of Stock Dividends as In- 
come (1920), 33 Harvard Law Rev. 885. 

Seligman’s criticisms are mainly centered around 
the logical application of the reasoning in the majority 
opinion to questions which he raises concerning situa- 
tions kindred to that involved in the principal case. His 
conclusion in most of the instances is that applying the 
court’s principles would lead to undesirable results. 
“Many of these results are so fundamentally inconsist- 
ent both with our ordinary habits of thought and with 
considerations of practical expediency that we are led 
to ask whether it would not be preferable to abandon 
the premises even if thereby stock dividends should be 
tendered taxable’’ (p. 324). 

211921 Act, Title II, sec. 201(d) (42 Stat. 228); 
1924 Act, Title II, sec. 201(f) (43 Stat. 255); 1926 Act, 
Title II, Sec. 201(f) (44 Stat. 11); 1928 Act, Title I, 
sec. 115(f) (45 Stat. 822); 19382 Act, Title I, Sec. 115(f) 
(47 Stat. 204); 1934 Act, Title I, sec. 115(f) (48 Stat. 
712); 1936 Act, Title I, sec. 115(f) (I) (74th Congress, 
@nd Session, Public Law No. 740, p. 45). The cited 
provision in the Acts from 1921 to 1934 inclusive, stated, 
briefly: “A stock dividend shall not be subject to tax.” 
The 1936 law has two paragraphs, the first of which 
corresponds to the earlier statement and reads as fol- 
lows: “‘(1) General rule—a distribution made by a 
corporation to its shareholders in its stock or in rights 
to acquire its stock shall not be treated as a dividend 
to the extent that it does not constitute income to the 
shareholder within the meaning of the Sixteenth 
Amendment to the Constitution.” 

Two points may be noted as to the 1936 law: (1) As 
to stock dividends, there is recognition in the new law 
that some types of share dividends are constitutionally 
taxable. See discussion, infra, sections 4and 5; and article 
115-8 of the treasury regulations, which undertakes to 
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decision seemed to have laid to rest the 
question of taxability of stock dividends, it 
soon became apparent that the decision 
gave rise to new problems. A stock dividend 
is not subject to tax, but what constitutes 
a stock dividend?” Cases reaching the courts 


apply the law to three specific examples taken for illus- 
tration (T.D. 4674 (August 6, 1936) xv I. R. B. No. 32, 
pp. 20-21); (2) as to stock rights, legislative recognition 
is given to common law holding of long standing, fol- 
lowing decision in Miles v. Safe Deposit & Trust Co. of 
Baltimore, 259 U.S. 247 (1922), that rights to acquire 
stock are not subject to tax. Whether rights, like stock 
dividends, are, under certain circumstances, constitu- 
tionally taxable, is a question requiring an investiga- 
tion of decisions that lie outside the scope of the —_ 
ent paper. A related problem also not dealt with here, 
is the determination of gain or loss upon the sale of 
rights. Reg. 65, Art. 39, 1924 Act, amended Reg. 62, Art. 
39, 1922 Act, which was in force when the Miles case 
was decided, and attempted to conform with that de- 
cision. Reg. 69, Art. 39 (1), 1926 Act, in turn amended 
the 1924 regulation, and has been in force since January 
1, 1925, the effective date of the 1926 Act, having been 
continued in Reg. 74, Art. 58, 1928 Act; Reg. 77, Art. 
58, 1932 Act, and Reg. 86, Art. 22 (a)-8, 1934 Act. The 
present regulation does not conform to the method laid 
down in the Miles case but that case would be con- 
trolling if the difference in amount of tax justified the 
—* insistence upon that method. 

2 The difficulty was recognized by the Treasury 
Department as soon as the Macomber decision was 
made, as shown by the following excerpt from a ruling, 
outlining the application of the decision, issued on 
Augut 4, 1920 (T.D. 3052, C.B.3, p. 38): 

“(1) Where a corporation being authorized so to 
do by the laws of the state in which it is incorporated, 
transfers a portion of its surplus to capital account, 
issues new stock representing the amount of the surplus 
so transferred, and distributes the stock so issued to its 
stockholders, such stock is not income to the stock- 
holders, and the stockholders incur no liability for in- 
come tax by reason of its receipt. 

(2) Where a corporation, being thereunto lawfully 
authorized, increases its capital stock, and simultane- 
ously declares a cash dividend equal in amount to the 
increase in its capital stock, and gives to its stock- 
holders a real option either to keep the money for their 
own or to reinvest it in the new stocks, such dividend is 
a cash dividend and is income to the stockholders 
whether they reinvest it in the new shares or not. 

“(3) Where a corporation, which is not permitted 
under the laws of the state in which it is incorporated 
to issue a stock dividend, increases its capital stock and 
at the same time declares a cash dividend under an 
agreement with the stockholders to reinvest the mo 
so received in the new issue of capital stock, such divi- 
dend is subject to tax as income to the stockholder. 

“*(4) Where a corporation, having a surplus accumu- 
lated in part prior to March 1, 1913, and being there- 
unto lawfully authorized, transfers to its capital account 
a portion of its surplus, issues new stock srnoerge | 
the amount so transferred to the capital account 
then declares a dividend payable in part in cash and in 
part in shares of the new issue of stock, that portion of 
the dividend paid in cash will to the amount of the 
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soon indicated that it was not always easy 
in practice to identify a stock dividend for 
purpose of income taxation.” 


CASH V. STOCK DIVIDENDS 


(1) Dividends declared payable in cash 
with an option to the shareholder to apply 
the dividend toward the purchase of more 
stock is a taxable gain to the recipient 
whether he takes cash or stock. The reason- 
ing is that the stockholder is not bound to 
the corporation to take the stock; the stock- 
holder has received a cash dividend, which 
is income whether he reinvests it in new 
stock or not.* The 1936 Revenue Act car- 
ries this principle further by requiring that 
if the shareholder has an election as to the 
medium of payment desired, then any divi- 
dend distribution, whether in own stock or 
in cash or in non-cash property, is subject 
to tax. (2) Dividends declared payable in 


surplus accumulated since March 8, 1913 (sic) be 
deemed to have been paid out of such surplus, and be 
subject to tax, but the portion of the dividend paid in 
stock will not be subject to tax as income.” 

23 As stated by the Board of Tax Appeals in a recent 
case: ““Not every dividend in stock is a stock dividend, 
nor is every stock dividend a dividend in stock,” 
Tillotson Mfg. Co. 27 B.T.A. 913 (1935). Colonel Mont- 
gomery in his Federal Tax Handbook, 1934, finds it 
necessary to remark that “Uncertainty re rding [the 
aa -y-vin, of] stock dividends still exists” (p. 301). 

%4 See T.D. 3052, supra, note 22, item (2). 

* The Board of Tax Appeals intwo cases dealing with 
optional dividends decided in favor of the government, 
but the reasoning of the court in both cases is different 
from that stated in the text to which this is the note. 
The ground for the decision in each case was that 
the option to take stock had in fact been exercised as to 
a reasonably large amount of the total dividend in- 
volved, thereby resulting in a material alteration in the 
proportionate interest held by the taxpayer in the cor- 
poration. See Paper v. Com’r, 29 B.T.A. 523 (1933), 
where the taxpayer held both common and preferred 
stock and elected to take dividends on both classes in 
additional preferred stock; and Wood v. Com’r, 29 
B.T.A. 735 (1934), where the taxpayer held preferred 
stock and elected to take the —" in additional 
preferred stock. See also, infra, note 3 

26The provision is as follows 115(f) (2)): 


‘‘Whenever a distribution by a corporation is, at the 
election of any of the shareholders (whether exercised 
before or after the declaration thereof), payable either 
(A) in its stock or in rights to acquire its stock, of a class 
which if distributed without election would be exempt 
from tax under paragraph (1), or (B) in money or any 
other property (including its stock or in rights to acquire 
its stock, of a class which if distributed without elec- 
tion would not be exempt from tax under paragraph 
(1)), then the distribution shall constitute a taxable 


stock which the issuer offers to repurchase 
upon issue are held income subject to tax, 
the same as if they were made in cash.2” 


dividend in the hands of all shareholders, regardless of 
the medium in which paid.” 

Article 115-4 of the regulations covers this pro- 
vision in the following dhe (see T.D. 4674 (August 6, 
1936) xv I.R.B. No. 32, p. 21): 

“If the shareholder has the right to an election or 
option with respect to whether a dstribution shall be 
paid either (a) in money or in any other property or (b) 
in stock or rights to acquire stock of a class which, if 
distributed without an election, would not constitute 
income within the meaning of the Sixteenth Amend- 
ment of the Constitution, then the entire distribution 
is a taxable dividend regardless of 

“(1) Whether the distribution is actually made, in 
whole or in part, in stock or in stock rights which, if 
distributed without election, would not constitute a 
taxable dividend; 

“(2) Whether the election is exercised or exercisable 
before or after the declaration of the distribution; or 

(3) Whether the declaration of the dividend pro- 
vides that payment will be made in one medium unless 
= shareholder specifically requests payment in the 
other.” 

Stock dividends issued in connection with optional 
dividend declarations have taken on a new importance 
in view of the likely impetus to their increased use under 
the 1936 Act. Because under the new law optional divi- 
dends are taxable in hands of the recipient, regardless of 
whether payment is in cash, stock or other medium 
desired, the dividend in its entirety becomes available 
as a “dividends-paid credit’ or subtraction from the 
statutory amount of undistributed earnings on which 
the corporation must pay a surtax. Stock dividends 
issued as an election feature under optional dividend 
declarations may thus enable corporations to avoid 
both excessive cash dividends and heavy imposition of 
surtax. See, Act, sections 14 and 27; also articles 14 and 
27 of the regulations (T.D. 4674 (August 6, 1936) xv 
I.R.B. No. 32, pp. 4-6 and 11-17). It is likely, however, 
that cases will soon reach the courts in which stock- 
holders will question optional dividends that do not 
give a real option but in effect give stock dividends that 
under other circumstances would be tax-exempt upon 
receipt, in an effort to avoid taxation. A conflict of 
interest between a corporation and its stockholders 
seems unavoidable, especially where publicly owned 
corporations are involved, since taxability of a given 
“distribution” in recipient’s hands is a prerequisite to 
the deductibility of the “distribution” from undistrib- 
uted earnings subject to the new corporate surtax. 

A real option would seem to exist where the corpora- 
tion could in fact pay a reasonably large amount of the 
total dividend declared in any one of the media offered 
to stockholders. But even if this ability on the part of 
the corporation exists, it is possible that the courts will 
hold the optional dividend not taxable in recipient’s 
hands (1) where the terms of the option were such as to 
practically compel stockholders to choose stock instead 
of cash, or (2) where all stockholders actually elect to 
take payment in stock which, if distributed without an 
election, would be tax-exempt within the meaning of 
the Sixteenth Amendment of the Constitution. 

27 See Robinson v. Com’r., 69 F (2d) 972 (C.C.A. 5th, 
1934), aff’g. 27 B.T.A. 1018 (1932). The provision 
under which the dividend was held taxable is section 
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Distinguishable from the foregoing are 
certain situations which have been held to 
produce tax-free stock dividends. (1) A div- 
idend declared payable part in cash and 
part in stock is not taxable to the extent it is 
actually paid in stock.?* (2) A dividend de- 
clared payable in cash but based on a prior 
agreement between stockholders, the cor- 
poration to apply the proceeds toward the 
purchase of additional stock, is a tax-free 
stock dividend.2® The reasoning here is 


115(g) of the Revenue Act of 1928 (45 Stat. 823) which 
reads as follows: “Redemption of stock—If a corpora- 
tion cancels or redeems its stock (whether or not such 
stock was issued as a stock dividend) at such time and 
in such manner as to make the distribution and cancel- 
lation or redemption in whole or in part essentially 
equivalent to the distribution of a taxable dividend, the 
amount so distributed in redemption or cancellation of 
the stock, to the extent that it represents a distribution 
of earnings or profits accumulated after February 28, 
1913, shall be treated as a taxable dividend... .” 
This provision, as to stock dividends, has been in force 
since 1921 and is designed to prevent tax avoidance 
through payment of an ostensible stock dividend which 
is subsequently redeemed in cash or other property. 

See also Curlee v. Com’r., 28 B.T.A. 773 (1933); Hill 
v. Com’r., 66 F (2d) 45, (1933) aff’g. 27 B.T.A. 44 (1932); 
of. Meyer v. Com’r., 27 B.T.A. 44 (1932), where the 
court held the redemption a bona fide exception under 
the given circumstances. 

28 See T.D. 3052, supra, note 22, item (4). 

29 Irving v. United States, 44 F (2d) 246 (Ct.Cl.1930): 

Stockholders agreed to endorse back their cash 
dividends checks for additional stock. A small amount 
of cash was actually paid because employees ownin; 
some 4% of the stock did not join in the agreement an 
hence cashed their checks, but this was held insufficient 
to change the character of the transaction. 

Jackson v. Com’r., 51 F (2d) 650 (C.C.A. 3rd, 1931): 

Two controlling stockholders of a closed family cor- 
poration entered into an oral agreement between them- 
selves to pay back cash received as a dividend for 
additional shares of the corporation. 

U _ States v. Mellon, 281 Fed. 645 (C.C.A. 3rd, 
1922): 

Corporation, in need of cash, decided to sell addi- 
tional stock. The plan of financing as worked out under 
an agreement between the corporation and stockholders 
offered two shares at the par price of one to each stock- 
holder. The agreement stipulated that, one of the shares 
was to be paid up through a 100% cash dividend, which 
was to be applied against the purchase. The purpose of 
the latter provision was to induce the stockholders to 
buy the other share. Some few stockholders did, how- 
ever, receive cash. 

In United States v. Davison, 1 F (2d) 465 (W.D.Pa. 
1924), aff'd 9 F (2d) 1022 (C.C.A. 3rd, 1926) cert. 
denied, 271 U.S. 670 (1926), holding and facts were same 
as the Mellon case in preceding paragraph, both cases 
arising out of the same transaction. 

See also Norvell v. Com’r., 6 B.T.A. 56 (1927); 
Weiss v. Com’r., 7 B.T.A. 467 (1927); Appeal of Zeller- 
bach, 2 B.T.A. 1076 (1925); Wright v. Com’r., 10 
B.T.A.806 (1928); Smith v. Com’r., 21. B.T.A. 782 (1930). 


that the effect of the agreement is to bind 
the shareholders to use their dividends in 
no other way but in subscribing for new 
stock. Evidence pointing to financial in- 
ability to pay a cash dividend is considered 
a material factor along with agreement en- 
tered into beforehand to establish intent to 
make a stock dividend. (3) A dividend de- 
clared payable in cash but actually applied 
to reduce claim against stockholders on ac- 
count of unpaid stock subscriptions is an 
exempt stock dividend.*® This does not 
point, however, to a change in the general 
principle that a taxpayer may receive income 
from the cancellation of an indebtedness to 
the corporation," as the recorded cases turn 
strictly on the facts presented.” 


An agreement per se, however, cannot be set up to 
establish a tax-free stock dividend; the stockholders 
must be legally bound to take the stock when the cash 
dividend is declared. See Appeal of Paul, 2 B.T.A. 
150 (1925), where the agreement was held inoperative 
because it took place some seven days after date cash 
dividend was declared; Appeal of Hunt, 5 B.T.A. 356 
(1926), where the agreement was held inoperative be- 
cause it was among the stockholders themselves, the 
directors participating being considered as not having 
represented the corporation. 

30 Teehan v. United States, 125 F (2d) 884 (D. Mass. 
1928), where the court pointed out that stockholders 
received nothing tangible; Michaels v. McLaughlin 
20 F (2d) 959 (N.D. Calif. 1927), where the court 
stressed the fact that the California statute made the 
obligation of the subscriber contingent upon a formal 
call by the corporation, which call was made more 
improbable due to presence of large surplus; Carlston v. 
Com’r., 22 B.T.A. 217 (1931), where no payment on 
account of subscription had been made for six years 
when the amount unpaid was reduced through surplus 
charges, though the date of original subscription goes 
back many years earlier. 

31 See Fitch v. Com’r., 70 F (2d) 583 (C.C.A. 8th, 
1934) aff’g. 27 B.T.A. 615 (1933); and Miller v. Com’r., 
25 B.T.A. 418 (1932) (Appeal to C.C.A. 2d dismissed 
Aug. 15, 1933). 

#2 In the Teehan case, the cash dividend was de- 
declared on condition that 90% of the stockholders 
apply the proceeds to pay up on the stock. In the 
McLaughlin case, the indebtedness was contingent and 
not likely to materialize. In the Carlston case, the in- 
debtedness had stood on the books for many years, 
was subject to a formal call by the corporation, and no 
payment on account of subscriptions had been made 
for six years. 

But ef. Brading v. Com’r., 17 B.T.A. 436 (1929), 
where ribers gave their promissory notes, attaching 


thereto an assignment of dividends as declared until 
notes are paid off. Held: that dividends as declared are 
cash dividends and therefore taxable. Reason: The 
corporation was not bound to apply the dividend de- 
clared to unpaid subscriptions; moreover, the resolu- 
tion declaring the dividend made no mention about the 
mandatory application of proceeds to pay up stock 
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The problem of distinguishing between 
cash and stock dividends will continue to 
give the courts difficulty so long as it is their 
avowed policy to lay aside form and look to 
substance in determining whether a particu- 
lar dividend transaction represents a real 
stock dividend. The principles stated in the 
foregoing paragraphs do, however, indicate 
the specific guides which the courts are using 
in deciding whether a particular dividend is 
in cash or in stock. 


DIVIDENDS TO COMMON STOCKHOLDERS 


Another question is whether an exempt 
stock dividend occurs where a dividend is 
made (1) in preferred stock to holders of a 
different class of stock, or (2) in preferred 
stock to holders of the same class of stock, 
or (3) in common stock to holders of a dif- 
ferent class of stock. The indicated phases of 
this question were not dealt with in Eisner 

Macomber since that case involved a 
dividend in common stock to a holder of the 
same class of stock. In judging cases reach- 
ing them, the courts have, however, relied 
on principles stated in the Macomber case, 
chiefly those concerning realization of gain, 
separation from corporate capital, and 
maintenance of stockholder’s proportionate 
interest. 

As early as 1921, the Treasury Depart- 
ment issued a ruling making dividends in 
preferred stock tax exempt stock dividends.* 
So far as the preferred stock is issued to 
common stockholders and there is no pre- 
ferred stock outstanding prior to such issue, 
the foregoing rule appears sound, and the 
courts have so held.* The reasoning here is 
that each stockholder receives a pro rata 
subscriptions. These facts seem to distinguish this 


case from Teehan v. United States, supra. 
3 O.D. 801, 4 C.B. 24 (1921): 


“A stock dividend paid in true preferred stock is 
exempt from tax the same as though the dividend were 
paid in common stock; however, if the stock issued and 
distributed as a dividend ranks with or prior to the 
interest of general creditors (with respect to the pay- 
ment of either interest or principal), it cannot be con- 
sidered true preferred stock, and must be treated as 
income to the recipient.” 

¥% See Laun v. Com’r., 26 B.T.A. 764 (1932); Brown 
v. Com’r., 26 B.T.A. 901 (1932), aff'd. 69 F (2d) 602 
(1934) (cert. denied, 293 U.S. 570 (1934)); Clark v. 
Com’r., 28 B.T.A. 1225 (1933), aff'd. 77 F (2d) 89 
(1935); cf. note 42 infra. 


share of the new preferred and there is no 
change in the stockholder’s proportionate 
interest in the net worth of the corporation. 
If, however, there is preferred stock already 
outstanding the position of the common 
stockholders may be changed for the better 
if earnings are insufficient to pay dividends 
on the original preferred or, in case of dis- 
solution, if assets are insufficient to pay the 
original preferred stockholders. Alteration of 
the stockholders’ position is now effected in 
two directions, in earnings upon declaration 
of dividends and in assets at dissolution. The 
board of tax appeals has held that this is 
sufficient ground to bring stock dividends 
issued under such circumstances within the 


test of alteration of pre-existing propor- 


tionate interest, which is one of the tests 
of a taxable stock dividend according to 
Eisner v. Macomber;* that this type of 
dividend produces, for the recipient, a pro- 
portional interest in the corporation that is 
“essentially different” from his former in- 
terest, and hence constitutes income to him. 


% See Torrens v. Com’r., 31 B.T.A. 787 (1933); 
Gowran v. Com’r., 32 B.T.A. 820 (1935). The court's 
argument in the latter case reads, in part, as follows (at 
page 824): 

“our inquiry is the taxable status of this new 
preferred be. not from the standpoint of the corpora- 
tion but from that of the common stockholders . 
the petitioners ...as common stockholders, by the 
receipt of the . . . preferred stock, as a dividend, re- 
ceived rights in the assets of the corporation, as to 
future dividends, and upon liquidation, which were . 
— limited to the then outstanding preferred 
stoc 

Member McMahon dissented, holding that the treas- 
ury regulations should be strictly followed: 

(1) The Act states that a “stock dividend shall not 
be subject to tax” (see, supra, note 21). 

(2) Commencing with T.D. 3059, issued in 1920, and 
subsequent regulations down to the present, the treas- 
ury department has “repeatedly ruled that a stock 
dividend ‘in whole or in part of a character and prefer- 
ence materially different from the stock upon which the 
stock dividend is paid’ is not taxable to the stockholder 
receiving the same” (Gowran v. Com’r., 32 B.T.A. 827 
(1935)). Legislative approval of this administrative in- 
terpretation is evident, McMahon continues, from the 

“substantial reenactment in later acts of —" 
yore construed by administrative officers . 
cit 

McMahon also attempted to meet the majority ar- 
gument more directly by denying that the recipients of 
the preferred stock received any additional rights and 
preferences that they did not have before the dividend 
(see e.g. pages 830-32 of the decision). 

* This principle was developed and applied by the 
Supreme Court in a series of reorganization cases from 
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Tazxability of Stock Dividends Under Federal and State Laws 


A variation of the above problem is a 
dividend in preferred stock to holders of the 
same class. Under the general treasury ruling 
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mentioned,*’ this type of dividend is also 
exempt from taxation. No case was found in 
which the point was at issue, but if a case 


1921 to 1925, as follows: United States v. Phellis, 257 
U.S. 156 (1921); Rockefeller v. United States, 257 U.S. 
176 (1921); Cullinan v. Walker, 262 U.S. 134 (1923); 
Weiss v. Stearn, 265 U.S. 242 (1924); and Marr ». 
United States, 268 U.S. 536 (1925). 

In the Phellis case, A company transferred its assets 
to B company, newly organized for the purpose under 
the laws of a different state and received in return the 
stock of the latter company. A portion of this stock was 
then distributed as a dividend by the A company to its 
stockholders, with a charge against earnings, the A 
company continuing as a holding company. The other 
cases were similar in their facts, with the following 
points of difference. In the Rockefeller case, only a por- 
tion of the assets, representing a divison of operation, 
were transferred toa new company, which was organized 
under the laws of the same state. In the Cullinan case, 
the assets were transferred to two new companies, 
organized under the laws of the same state which issued 
stock and bonds in return, these bonds and stock being 
turned over to a third new company, organized under 
the laws of a different state, which became a holding 
company. The stock of the third new company and the 
bonds of the first two new companies were then used to 
take up the stock of the original company, which 
dissolved. In this case, a dividend in liquidation was 
involved, the government insisting that a stockholder 
of the original company was subject to income tax for 
the excess of the value of the dividend over the cost of 
the stock in the dissolved company. In the Marr case, 
both preferred and common stock were involved, the 
new company was organized under the laws of a sepa- 
rate state, and, like the preceding case, the original 
company dissolved. The Phellis and Rockefeller cases 
were decided in 1921 under the 1913 Revenue Act; the 
Cullinan case in 1923 under the 1916 Act; and the Marr 
case in 1924 under the 1916 Act. 

In all of the four cases noted, the court held the 
dividend in question subject to income tax. The tax- 
payer’s contention as to non-taxability in all four cases 
turned on (1) the essential identity of old and new com- 
panies, the assets and personnel being substantially 
the same after the reorganization as before, and (2) on 
the bona fide character of the transaction, the 
dividend in effect an exempt stock dividend. The gov- 
ernment’s contention, upheld by the court, turned on 
evidence as to separate corporate entities, the receipt 
of the new securities giving the stockholder a new and 
different interest for his old one. The following state- 
ment of these opposing contentions, set forth in the 

case, is representative of the other three cases: 

“Marr contends that since the new corporation was 

organized to take over the assets and continue the 
besiness of the old, and his capital remained invested 
in the same business enterprise, the additional securi- 
ties distributed were in legal effect a stock dividend. 

“The government insists that identity of the business 
enterprise is not conclusive; that gain in value resulting 
from profits is taxable as income, not only when it is 
represented by an interest in a different business enter- 
prise or property, but also when it is represented by an 
essentially different interest in the same business enter- 
prise or property; that in the case at bar, the gain 
actually made is represented by securities with easential- 
ly different characteristics in an essentially different 


corporation; and that, consequently, the additional 
value of the new securities, altho they are still held by 
the Marrs, is income. ... In our opinion the govern- 
ment is right” (p. 541). 

In Weiss v. Stearn, decided in 1924 under the 1916 
Act, the new company was organized under the laws 
of the same state. The old company was dissolved, the 
stockholder in that company receiving cash and securi- 
ties in new company. The court held that considering 
the transaction as a whole it amounted to a financial 
reorganization and that the stockholder was subject 
to income tax on the cash received, but not on the 
stock, the latter being regarded as in effect a dividend 
in the stock of the old company. This holding was recon- 
ciled with that applied in the other cases noted above 
on the ground that the facts are distinguishable. ““Tech- 
nically there was a new entity; but the corporate 
identity . . . was substantially maintained because the 
new corporation was organized under the laws of the 
same state, with presumably the same powers as the 
old. There was also no change in the character of the 
securities issued. . . . [Hence] the proportional interest 
of the stockholder after ... was... exactly the same 
as if .. . five shares of reduced par value stock had been 
issued i in place of every two shares of the old stock . 
the transaction was...in essence, an exchange of 
certificates representing the same interest, not an ex- 
change of interests” (pp. 541-42). 

Beginning with the 1921 law, Congress made trans- 
actions of the type illustrated in the foregoing cases 
expressly exempt from income taxation, The 1921 pro- 
vision 202(c) (42 Stat. 230)) states that 
no gain or loss shall be recognized, “when in the re- 
organization of one or more corporations a person re- 
ceives in place of any stock or securities owned by him 
stock or securities in a a a party to or result- 
ing from such reorganization . Similar in lan- 
guage is the corresponding provision in subsequent acts. 
See, e.g. sec. 112(b) (3) of ‘latest (1936) Act: “No gain 
or loss shall be recognized if stock or securities in a cor- 
poration a party to a reorganization are, in pursuance of 
the plan of reorganization, exchanged solely for stock or 
securities in such corporation or in another corporation 
a party to the reorganization.” 

No cases of the type discussed above have reached 
the Supreme Court under the 1921 and later Acts, but 
numerous cases have appeared before the board of tax 
appeals and the lower federal courts. The government 
has relied on Marr v. United States, while the taxpayer 
has used Weiss ». Stearn for authority. The decision is 
generally for the government, as the exemptions in con- 
nection with reorganization have been strictly con- 
strued. See Noll v. United States, 61 Ct. Cl. 180 1995) 

cert. denied 270 U.S. 649 (1926); Wright v. Com’r., 
50 50 F (@d) 727 (C.C.A. 4th, 1931), cert. denied, 284 
US. 652 (1931); United States v. Siegel, 52 F (2d) 63 
(C.C.A. 8th, 1931), cert. denied, 284 U.S. 670 (1931); 
Burnet v. Kountz, 66 F (2d) 141 (C.C.A. 8th, 1933), 
aff’g. 24 B.T.A. 405 (1931); Bancker v. Com’r., 76 F 
(ad) 1(C.C.A. 5th, 1935). 

For a detailed treatment of tax-free exchanges of se- 
curities in reorganizations, see Paul and Mertens, 2 
Law of Federal Income Taxation (1934), discussion be- 
ginning with sec. 18.104. 

37 See, supra, note 33. 
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does reach the courts, such a dividend is 
likely to be held taxable. The grounds for 
this are the same as those pointed out in the 
preceding case, the additional rights in the 
present instance being comparatively more 
certain to be realized. 

Dividends in common stock to holders of 
a different class constitute a third type. 
This type was classed as an exempt stock 
dividend under treasury regulations prior 
to the enactment of the 1936 Act.** In this 
respect the regulation has been consistent 
with those covering the two types already 
discussed. The courts, however, have denied 
exemption from taxation of dividends in 
common stock received by holders of a dif- 
ferent class of stock, one of the cases (Kosh- 
land vs. Helvering) having recently reached 
the Supreme Court.** It is held that the ef- 


88 See T.D. 3059, issued August 16, 1920, amending 
article 1547 of Reg. No. 45 (1916 Act), where it is stated 
that in computing taxable income on the occasion of a 
sale of dividend stock, if the dividend stock is of a 
character or preference materially different from the 
stock upon which the stock dividend is paid the cost of 
the old stock shall be apportioned between the old and 
the dividend stock. The assumption here is of course 
that the dividend stock is an exempt stock dividend, 
though of a class different from the old stock. (But 
note, too, that applying the stock dividend against the 
base of the old stock amounts to adding it to the selling 
price, thereby increasing the tax paid.) T.D. 3059, con- 
taining the provision stated was incorporated in article 
1548 of Reg. 62 (1921 Act), and subsequent regulations 
carried forward a similar provision (see Art. 1547 and 
1548, Reg. 65, 1924 Act; Art. 1547 and 1548, Reg. 69, 
1926 Act; Art. 627 and 628, Reg. 74, 1928 Act; Art. 
627 and 628, Reg. 77, 1932 Act; Art. 115-17 and 115-18, 
Reg. 86, 1932 Act). 

8° The recorded cases are two, both having arisen 
within the last two years. See Tillotson Mf’g. Co. v. 
Com’r., 27 B.T.A. 913 (1933), aff'd in 76 F (2d) 189 
(C.C.A. 6th, 1935); and Com’r. v. Koshland, 30 B.T.A. 
1460 (1934), rev'd in 81 F (2d) 641 (C.C.A. 9th, 
1936), rev'd in 56 U.S. 767 (1936), C.C.H., Fed. Tax 
Service (1936), vol. 4, Par. 9294, decided on May 18, 
1936. 

Montgomery, Federal Tax Handbook (1934), p. 302, 
considers the Tillotson decision unsound, but offers no 
reason for his position. 

Both cases involved preferred stockholders who re- 
ceived dividends in common stock. The dividend stock 
was not reported as income when received, but subse- 
quently upon the occasion of the sale of the preferred 
stock the question arose whether in the determination 
of the amount of taxable gain resulting from the sale 
of the preferred stock the dividend stock should be 
treated as income or merely as additional evidence of 
the taxpayer’s capital investment. If the dividend 
stock is treated as re-arrangement of the same capital 
investment, the taxpayer in effect sold a portion of that 
investment and the original cost of the holding should 
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fect of this type of dividend is also to convey 
to the recipient new and separate rights: 
rights in dividends, rights in assets at disso- 


be distributed between the two classes of stock in the 
ratio that the market value of each class bore to the 
combined total market value of both at time of sale 
(see Art. 1599, Reg. 69, Act of 1926, which controlled 
in the Tillotson Case. For later regulations bearing 
similar provision see, supra, note 38. On the other 
hand, if the dividend stock is considered income, the 


original cost should not be so allocated. The determina- 


tion of the amount of taxable gain on the sale of the 
preferred stock thus involved the prior question as to 
whether the dividend stock was income or not. 

In the Tillotson case, the circuit court stated on 
pages 190-91, after citing Eisner v. Macomber: 


“‘Two tests were thus established for distinguishing a 
taxable from a non-taxable dividend in stock: 

“(1) Severance of assets from the corporation, and 

“(2) alteration of the pre-existing proportionate in- 
terest of the stockholders. 

“In the instant case, the first test was met . . 

“The second test was not met . . . 

. the right to share in assets upon dissolution, 
and in . . . dividends, was materially altered. . . . Each 
preferred stockholder ... secured new voting rights, 
and. additional property rights . 

. the Commissioner erred in applying to the 
transaction one test only of those laid down in Fisner v. 
Macomber’ and the other decisions cited by the judge 
in the instant case. 

The board of tax appeals had earlier arrived at the 
same conclusion, based on the same reason, but not 
without dissent from Member Black, who said (27 
B.T.A. 920 (1933): 

“The error... of the majority opinion . . . is that 
it assumes that the only kind of stock dividend ex- 
empted from taxation by sec. 201 (f) is such a am 
dividend as was present in Eisner v. Macomber . 


(page 922 of decision). 
. the essential fact is not . . . ” the maintenance 
of “the same proportional interest . . but . . . sever- 


ance” of assets from the corporation and “payment to 
the stockholder” for his separate use and benefit (page 
923 of decision). 


In other words, Member Black preferred test 1 over 
test 2 (see majority opinion of circuit court above). In 
addition, he made reference to the treasury regulations 
long in force treating stock dividends as non-taxable 
(see pages 919-20 of decision). 

The more recent case of Koshland v. Helvering, 
Com’r., reached the Supreme Court, where Mr. Justice 
Roberts delivered the opinion of the majority, Justices 
Stone and Cardozo dissenting. Excerpts from the ma- 
jority opinion are given below: 

“Soon after the 1921 Act was passed, this court 
pointed out [in a series of reorganization cases dis- 
cussed in note 36, supra] the distinction between a stock 
dividend which worked no change . . . the same inter- 


est in the same corporation being represented after the 
distribution by more shares of precisely the same char- 
acter, and such a dividend where there had either been 
changes of corporate entity or a change in the nature 
of the shares issued as dividends whereby the propor- 
tional interest of the stockholder after the distribution 
was essentially different from his former interest. 
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lution, and right to vote. The result is that 
the recipient acquires an interest materially 
different from that which his former stock- 
holding represented. Dividend shares con- 
ferring such new rights therefore constitute 
income for purposes of taxation in the light 
of the judicial history.*° 


“Nevertheless the successive statutes and treasury 
regulations . . . remained unaltered . . . [but] the ques- 
tion here . . . is not merely of our adopting the adminis- 
trative construction but whether it should be adopted 
4 in effect it converts an income tax into a capital 
evy. 

“We are dealing solely with an income tax Act. 
Under our decisions the payment of a dividend of new 
common shares, conferring no different rights or in- 
terests than did the old... does not constitute the 
receipt of income by the stockholder. On the other 
hand, where a stock dividend gives the stockholder, an 
interest different from that which his former stock- 
holdings represented he receives income. The latter 
type of dividend is taxable as income under the Six- 
teenth Amendment .. . 

“Congress having clearly and specifically declared 
{in the relevant capital gains provisions of the Revenue 
Acts, the 1928 Act, controlling here ...See Section 
III(a) (45 Stat. 815) and Section 118 (45 Stat. 818)] 
that in taxing income arising from capital gain the cost 
of the asset disposed of shall be the measure of the in- 
come, the Secretary of the Treasury is without power 
by regulatory amendment to add a provision that in- 
come derived from the capital asset shall be used to re- 
duce cost.” 

The argument in the dissenting opinion was chiefly 
confined to the point that the broad statement in the 
Revenue Act, that “Stock dividends shall not be sub- 
ject to tax” as income at the time of distribution “has 
had a practical construction through administrative 
action and legislative acquiescence. ...” The opinion 
concluded that “Following the analogy of Miles v. Safe 
Deposit and Trust Co. of Baltimore, 259 U.S. 247, 263 
(1922), the cost of all the shares is properly distributed 
between the investment and its accretions, between the 
old shares and the new... .” 

‘0 The position of the courts is concededly based 
also on a strict construction of the provision in the 
Revenue Acts prior to 1936 which stated that: “A stock 
dividend shall not be subject to tax” (see supra, note 
21), in contrast to the broad view undertaken by the 
treasury regulations, which have interpreted the pro- 
— to exempt all income in the form of dividend 
stock. 

As to the more basic question of the philosophical 
distinction between stock dividends of the types dis- 
cussed in this section and the type involved in Eisner 
v. Macomber, the limits of the present chapter do not 
permit inquiry. For discussions of the general problem, 
see, e.g., the cases cited in note 36, supra; 2 Paul and 
Mertens, Law of Federal Income Taxation (1934), sec. 
18.26; Rottschaefer, H., Concept of Income in Federal 
Taxation (1929), 18 Minn. Law Rev. 637; Hewett, 
W. W., The Definition of Income and its Application 
in Federal Taxation (1925); Magill, R., Taxable In- 
come (1936); Seligman, E.R. A., Are Stock Dividends 
Income? in his Studies in Public Finance (1925), chap- 
ter 5; and The Federal Income Tax, Columbia Uni- 
versity Lectures (1921), edited by R. M. Haig. 
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This section, like the one preceding it, 
shows clearly that the courts have tended 
over the years to restrict the decision in 
Eisner vs. Macomber to the “simple stock 
dividend” there involved.“ The method of 
analysis employed has generally been to 
look through form to substance, with the 
primary concern over the effect of the 
dividend on the recipient and whether the 
dividend may be constitutionally taxable as 
income. As to the constitutional question, 
the courts have continued to rely upon the 
two tests of income realization laid down in 
the Macomber case, namely (1) severance of 
assets from the corporation and receipt 
thereof by the taxpayer for his separate use 
and (2) alteration of pre-existing proportion- 
ate interest in corporate net worth.” How- 
ever, the courts have held the second suffi- 
cient without the first to satisfy the require- 
ment of realization.“ Early evidence of this 
trend was found in a series of reorganization 
cases decided between 1921 and 1925, dis- 
cussed above.“ 


EFFECT OF STATE INCOME-TAX LAWS 
State income taxation is now in effect in 


4t This trend was finally given statutory recognition 
in the 1936 law. Compare the provision in the Acts 
which from 1921 to 1934 covered the exemption of stock 
dividends from taxation with that in the 1936 law. See 
supra, note 21. 

A third test of income realization in connection 
with stock dividends, insofar as such a test is dis- 
tinguishable from the two stated in the text, may be 
adopted by the courts in view of the reasoning in Kosh- 
land v. Helvering. In the decision of that case, the 
Supreme Court laid considerable stress on the issuance 
of a different class of stock, per se, declaring: ““Where 
a stock dividend gives the stockholder an interest 
different from that which his former stockholdings 
represented, he receives income.”’ Accordingly, the fol- 
lowing types of stock dividends may in the future be 
held by the courts to afford a sufficiently “different 
interest” to be deemed taxable upon receipt: (1) Divi- 
dends on common stock paid in stock of a different 
class, where no other class than common is outstand- 
ing at date of declaration; (2) Dividends on common 
stock paid in stock of a different class, where the latter 
is junior to preferred stock that is outstanding at date 
of declaration. 

48 Two interpretations of this holding are possible. 
One is that the second test is the more important, since 
it emphasizes the effect on the recipient of the dividend, 
which is what really matters for income taxation. The 
other is that both tests are equally valid, but that each 
views the problem from different angles, so that either 
test may be used. 

4 See, supra, note 36. 
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thirty-five states.“ The state laws generally 
follow the federal act. Differences between 
the state laws and the federal act exist, how- 
ever, on a number of important points. These 
differences are concerned chiefly with the 
jurisdictional limitation imposed by the 
federal constitution on the right of a state 
to tax out-of-state income.“ Differences also 
exist between the state laws themselves, 
due to peculiarities of respective constitu- 
tions and different legislative policies. It is 
the purpose here to consider briefly the tax- 
ability of stock dividends under these laws. 
The discussion is confined to analysis of 
statutes, as, save for a few decisions con- 
sidered in the section following, no case 
authority on the subject appears to exist. 


4 For a historical account of the movement of state 
income taxation, see (1) Annual Proceedings of the 
American Tax Association; and (2) “State Income 
Taxes” (1930), a two-volume study by the National 
Industrial Conference Board. A brief history of this 
movement is sketched below. 

The modern movement of state income taxation be- 
gan in 1911, when Wisconsin passed an income-tax law. 
Prior to 1911, several states had tried income taxation 
in one form or another, and for varying periods of time: 
Massachusetts, Virginia, North and South Carolina, 
New Hampshire, Oklahoma and Delaware. The Vir- 
ginia income-tax law in force today dates back to 1843, 
though minor changes have been made over the years. 
From 1911 to 1919 eight states followed Wisconsin’s 
example: Connecticut (1915), Oklahoma (1915), Dela- 
ware (1917), Massachusetts (1917), Missouri (1917), 
Montana (1917), New York (1917), and North Dakota 
(1919). In the next decade (1919 to 1928), the move- 
ment slackened its pace: Tennessee passed a law in 
1923; New Hampshire enacted a partial one (on income 
from intangibles) in 1923; and the laws of three states 
were modernized (North Carolina (1921), South Caro- 
lina (1922) and Mississippi (1924)). Mississippi passed 
its first law in 1912, but this was modelled after the 
Oklahoma Act of 1907 and the South Carolina Act of 
1902. Since 1929, the movement has resumed its rapid 
spread among the states. In the four years, 1929-1932, 
seven states were added to the list, bringing the total 
to twenty-two (including Virginia): Arkansas (1930), 
California (1929), Georgia (1929), Oregon (1929), Utah 
(1981), Idaho (1931), and Vermont (1931). The last 
four years, 1932-1936, saw the greatest growth, when 
thirteen more states enacted income-tax laws: Ala- 
bama (1983), Arizona (1933), Indiana (1933), Iowa 
(1933), Kansas (1933), Kentucky (1936), Louisiana 
(1934), Maryland (1935), Minnesota (1933), New 


Mexico (1988), Pennsylvania (1935), South Dakota 
(1933), and West Virginia (1935). 

46 For a recent discussion of this subject see Traynor, 
R. J., Keesling, F. M., The Scope and Nature of the 
California Income Tax (1936) 24 Calif. Law Rev., 493; 
and Nossaman, W. L., State Taxation of Income (1936), 
24 Calif. Law Rev., 524. 
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EARLY DECISIONS IN MASSACHUSETTS, 
WISCONSIN AND NEW YORK 


Massachusetts’ first income tax law, en- 
acted in 1916, did not specifically either in- 
clude or exempt stock dividends as taxable 
income.*? In the same year, Trefy v. Putnam 
gave the Massachusetts court its oppor- 
tunity to interpret the law. The court de- 
cided that stock dividends were subject to 
income tax, basing its position on arguments 
similar to those later used by Mr. Justice 
Brandeis in the Macomber case.‘* Under 
authority of the Putnam case, stock divi- 
dends were taxed until 1920, when the per- 
sonal income tax law was changed to ex- 
pressly exempt such dividends from income 
taxation.*® 

Wisconsin enacted its first income tax law 
in 1911. This law remained silent as to ‘tax- 
ability of stock dividends.®® In 1917, how- 


‘7 Mass. Gen. Acts of 1916, ch. 269, sec. 2. “Income 
of the following classes... shall be taxed... (b) 
Dividends on shares in . . . corporations.” 

48 See note 20 supra. 

Mr. Chief Justice Rugg of the Massachusetts Court 
expressed the majority position in the following words: 

“In essence the thing which has been done is to dis- 
tribute a symbol representing an accumulation of 
profits, which instead of being paid out in cash is in- 
vested in the business, thus augmenting its durable 
assets. In this respect of the case the substance of the 
transaction is no different from what it would be if a 
cash dividend had been declared with the privilege 
of subscription to an equivalent amount of new 
shares. . .. From the viewpoint of the stockholder, he 
has received in the form of dividend in stock a thing 
with which theretofore he could have no tangible deal- 
if (227 Mass. 522, at 535, 536, .16 N.E. 904, at 
911. 


The Putnam case was followed in Tilton v. Trefry, 
238 Mass. 596, 181 N.E. 219 (1921), and in Lanning ». 
Trefry, 247 Mass. 496, 142 N.E. 829 (1924) where Mr. 
Chief Justice Rugg said: ‘““Even in the Macomber case 
four out of nine justices believed that a stock dividend 
could be taxed as income .. . the decision of the Put- 
nam case was rendered first... . It is adopted [here] 
without more discussion. . 

49 Mass. Gen. Acts of 1920, ch. 352, Sec. 1: 
“Income of the classes described . . . shall be taxed at 
the rate of six percentum per annum... (b) dividends, 
other than stock dividends — in new stock of the com- 
pany issuing the same, . 

The law taxing peor income, however, is not 
explicit on the point. 

*° Wisconsin Session Laws of 1911, ch. 658, Sec. 1: 
“The term ‘income’ .. . shall include . . (d) all divi- 
dends . . . derived from stock. . 

No case was found dealing with taxability of stock 
dividends under the 1911 law. 
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ever, the law was amended to specifically 
make such dividends subject to tax." The 
constitutionality of this provision was chal- 
lenged in Dulaney v. Nygaard, decided in 
1921. The Wisconsin Court faced the task 
of determining if the existing law on the 
point was within the legislature’s constitu- 
tional authority to tax “income.” The 
court decided that it was.** Under authority 


51 Wisconsin Session Laws of 1917, ch. 247, Sec. 1: 


“The term ‘income’... shall include . . . (b) all divi- 
dends derived from stocks . . . ‘dividends’ . . . shall be 
held to mean any distribution made by a corpora- 
tion, ... out of its earnings or profits accrued since 
January 1, 1911...and paid... in cash or in stock 
of the corporation. 

®@ State Ex Rel Dulaney v. Nygaard, 174 Wis. 
597, 183 N.W. 884 (1921). Followed in State Ex Rel 
Van ‘ea v. Cary, 181 Wis. 564, 191 N.W. 546 
(1923). 

53 Article VIII, sec. 1 of the state constitution, as 
amended in 1908, declared that “... Taxes may 
be imposed on incomes . ’ (see page 599 of decision 
in Nygaard case, note 52, supra). 

The excerpts given below indicate the reasoning 
used by the court in the Nygaard case. 

“As between life tenant and remainderman the word 
(income) has a settled meaning in this state ... we. 
see no reason for. ..a different meaning as between 
a taxpayer and the state . . [page 604]. 

. It is a matter of common knowledge that stock 
dividends were welcomed by shareholders in about 
the same manner as cash dividends; that when it was 
known . . . that stock dividends were to be issued the 
market value of the stock advanced. Stockholders and 
the public realized that when such dividends were 
issued, the owner of the stock acquired new and sub- 
stantial rights. Although his proportionate interest in 
the . . . corporation was not increased, he retained his 
original shares and received others which represented 
surplus earnings... added...to capital. Although 
... the new certificates ie [did not increase] his pro- 
portionate interest ...he was assured that the cor- 
poration had made . - earnings not likely to be. 
diverted from the business. . 

In reply to the argument that income is not realized 
through the receipt of dividend stock, the court said 

“we consider this objection rather theoretical than 
practical. Stock dividends actually earned and legally 
declared have a value to 
The owner... [may] keep . his stock, 
but... the right of the legislature t to a a tax upon 
his profits . . [is not] determined by the exercise or 
non-exercise of such option. . 

. The dividend . . [stock] affords an evidence 
of the stockholder’s share in the earnings ...of the 
company. It was evidently the view of the legislature 
that the time of receiving such dividends was the most 
convenient occasion for levying the tax upon the stock- 
holder’s interest in the undivided gains... and that 
the stockholder could properly be taxed upon this in- 
crement to his wealth evidenced by cash or stock 
dividend. ... 

“We cannot believe that the legislature and the 

ple ete the amendment gave the word. 
me] any .. . technical and restricted meaning . . . 
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of this case, the enforcement of the statute 
continued. Stock dividends were thus made 
taxable with the 1917 amendment of the 
law. Taxation continued until 1927, when 
the law was changed to exclude stock divi- 
dends from taxable dividends.® 

New York’s original income-tax law of 
1919 subjected stock dividends to income 
taxation.» In March, 1920, the attorney- 
general filed with the state comptroller an 
opinion to the effect that under the statute 
a stock dividend is not a “gain, profit or 
income’’*’ and hence is not taxable as such.*8 
The comptroller’s office accepted this ruling 
and adhered to it thereafter in enforcing the 
law.®® In 1925, the government taxed stock 
dividends received by a beneficiary of a 
trust on the ground that there was a distinc- 
tion between a recipient who had legal title 
to the stock on which the dividend was paid 
and one who came into possession of the 
dividend by virtue of a direction from a 
trust. In People v. Gilchrist® the lower New 
York court decided against the taxpayer, 
but for reasons different from those of the 
tax commission. The court based its decision 
upon the fact that stock dividends were spe- 
cifically taxable under the state law. The 
regulations issued under the law by the 
comptroller’s office were deemed by the 


It was undoubtedly their intention . . . to shift . . . the 
load of taxation upon those best able to pay. ~ [and 
to prevent] the gains of stockholders . [from in- 
creasing] indefinitely .. . [thereby making] the lia- 
bility of those gains to taxation . . . depend upon the 


manner in which . . . directors . . . declare dividen 
(pp. 605-9). 
55 Wisconsin Session Laws of 1927, Ch. 539, See. 2 


(2) (b) (5): “ nA dividend paid by a corporation in its 
own capital stock shall not be subject to income tax as 
_- dividend at the time of its receipt by a stockhold- 


a Laws of New York, 1919, Ch. 627, Sec. 359 (1): 
“ “Gross income’... includes gains, pro’ fits and in- 
come... derived from... dividends...” Sec. 350 
(8): Dividends mean “any distribution made by a cor- 
poration out of its oe or profits . - whether i in 
cash ... property or... stock of the corporation.” 

57 See supra, note 56. 

58 See historical statement by Mr. Chief Justice 
Cardozo in People Ex Rel Clark v. Gilchrist, 243 N.Y. 
173, 153 N.E. 39 (1926). 

59 Article 61 of the regulations under the Personal 
Income Tax Act, issued in November, 1921, reads as 
follows: “A true stock dividend is not taxable as a 
dividend.” 

60 People Ex Rel Clark v. Gilchrist, App. Div. 3rd 
Dept., 211 N.Y.S. 679 (1925). 
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court an exercise of unauthorized power. 
The case was appealed, and by the time the 
Supreme Court of the state was ready to con- 
sider it, the statute had been amended to 
exclude stock dividends from taxation." 
The ruling of the lower court was reversed 
on the ground that the tax commission’s dis- 
tinction between recipients of stock divi- 
dends was unwarranted.” 


PRESENT STATUS UNDER 
STATE ACTS 


Twenty-eight states have income tax laws 
which expressly state in one form or another 
that stock dividends are not subject to tax. 
In nineteen of these states the exemption is 
made by the device of excluding stock divi- 
dends from taxable dividends.* In four 


61 The amendment was passed in 1926 and made re- 
troactive as of January 1, 1919, the effective date of the 
Act being changed, and reads as follows: 

“Sec. 1. The word ‘dividend’ means any distribution 
made by a corporation out of its earnings or profits . . . 
in cash... property or in stock of the corporation, 
other than stock dividends as herein defined. ‘Stock 
dividends’ means new stock issued, for surplus or profits 
capitalized, to shareholders in proportion to their previ- 
ous holdings.” 

“Sec. 2. Stock dividends when received by a stock- 
holder shall not be subject to tax . 

6 People Ex Rel Clark v. Gilchrist, 943 N.Y. 178, 153 
N.E. 39 (1926). 

63 See Part 1 of table below. 


Tax on Tax on Taxon 


Corpo- Per- Corpo- 
rate In- sonal rate 


sonal 

Income 

Part 1: 1. Alabama lL—- l— LX 
3. California 3 — 
4. Delaware 4—- 4X 4— 
5. Idaho &X &— 
6. Indiana 6— 6— 6X 
8. Louisiana 8s&— 8&8 X 
9. Massachusetts X 
10. Minnesota 10.— 10.— 10. X 
11. Montana ll.— 11. X 11. — 
12. New Hampshire 12.— 12. X 12. — 
13. New Mexico 13.— 13.— 13. X 
14. New York 14.— 14 X 14 — 
15. Tennessee 145..— 15.— 15. X 
16. Utah 16. X 16. X 16. — 
17. Virginia 17.— 17. X 
18. West Virginia 18%. — 18 X 18. — 
19. Wisconsin 19.— 19.— 19. X 


states of the group the exemption is effected 
by excluding stock dividends from the defi- 
nition of gross or net income.™ In three of 
the states the tax basis employed is that of 
the federal law.® In three of the states the 
law is silent but the regulations issued there- 
under exclude stock dividends from taxa- 
tion. One state statute specifically declares 
dividends in stock are subject to tax, but 
the regulation exempts such dividends.” 
Two states have respectively two separate 
laws for taxing corporations and individuals, 
with differently worded provisions for ex- 
empting stock dividends from the tax.** The 
provision for exemption or exclusion in most 
of the foregoing statutes is brief, and no 
attempt is made by most of them to define 
stock dividends. The statutes of four states 
and the regulations of three other states do, 
however, attempt to define the type of stock 
dividend exempted or excluded. 

Six states have tax laws which neither 
specifically exclude nor include stock divi- 
dends as taxable income.” Five states in 
this group refer simply to “dividends” which 


Part 2: 1. California 1. xX 
2. Iowa 2— @&X 
3. Kansas 8X 
4. South Dakota 4.9— 4— 4X 
Part 3: 1. Connecticut 
2. Pennsylvania 2X 
3. Tennessee 3X 3 
Part 4: 1. Oregon LE 
2. Missouri 2— @&X 
3. Arkansas 3X 
Part 5: 1. Mississippi 1X 


64 See Part 2 of table in note 63. 

6 See Part 3 of table in note 63. 

6 See Part 4 of table in note 63. 

87 See Part 5 of table in note 63. 

68 The states are California and Tennessee. See table 
in note 63 

6° The states are as follows: Alabama, Montana, New 
York, and West Virginia. The statutes referred to in 
these states involve personal income tax, except that 
for Alabama, which covers corporations as well. 

The definition in all of the foregoing states is typified 
by the following from the Alabama law: 

“The term ‘stock dividend’ means new stock issued 
for surplus or profits capitalized, to Share-holders in 
proportion to their previous holdings.” 

Substantially the same definition is incorporated in 
the regulations of the following states: Iowa (covering 
both personal and corporate taxes), Kansas (one law 
for personal and corporate tax) and Oregon (covering 
both personal and corporate taxes). 

70 Either no regulations are issued or if issued they 
are silent on the point. 


sep: 
ind 
ual: 
rect 
= stai 
2. 
8. § 
4, ( 
2 
the 
fore 
con 
Per- 


Tazxability of Stock Dividends Under Federal and State Laws 387 


are held subject to tax.” One state has two 
separate laws for taxing corporations and 
individuals, with the one relating to individ- 
uals making “dividends” taxable only when 
received from a foreign corporation.” One 
state uses the federal law as the basis for 


7 The states are given below. 
Tax on Corpo- Tax on Corpo- 


rate Income rate and Per- 

sonal Income 
1. Montana 1. — 
2. New York &. 2.— 
8. South Carolina 3. — a = 
4. Georgia 4, — 4, X 
5. Vermont &. = 5. — 


72 Vermont. As to the law pertaining to individuals, 
the amount of tax on “dividends” received from a 
foreign corporation is reduced in proportion to the in- 
come tax paid by the distributing corporation to the 
local state. 


taxing corporate income, but expressly adds 
that “‘dividends” are subject to tax.” 

The laws of four states expressly tax stock 
dividends along with other types of divi- 
dends.™ Other parts of the respective stat- 
utes, however, exempt dividends including 
stock dividends from taxation if the dis- 
tributing corporation is a domestic one, and 
reduce the amount of the tax on the divi- 
dends where the distributor is a foreign cor- 
poration but pays tax to the local state on a 
portion of its income. Stock dividends are 
thus taxable as income in these states under 
the circumstances alluded to. 

73 Massachusetts. 

% The states are: Maryland, North Carolina, Okla- 
homa and North Dakota. Each of these states has one 


income tax law covering both individuals and corpora- 
tions. 
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THE ACCOUNTING EXCHANGE 


EXPLAINING ANNUITY FoRMULAS 


well hidden from thelayman. Thelatter 

hardly dares to enter the dark and un- 
certain chamber so well filled with abstrac- 
tions, symbols, and complex formulas. An 
example is the usual explanation of the two 
principal annuity formulas which is found 
in nearly every textbook on mathematics of 
finance. 

The student is told that the rents, in the 
amount of an annuity, will accumulate to 
amounts which constitute a geometric pro- 
gression. To derive the formula for the 
amount of an annuity, he must employ the 
formula for the sum of a geometric progres- 
sion. It is assumed that he will look for the 
latter elsewhere in the book, that he will 
follow the several algebraic steps by which 
it is derived, and that he will understand the 
substitution necessary to obtain the one 
formula from the other. 

Similarly, the student is told that the 
present worths of the several rents, in the 
present worth of an annuity, constitute a 
geometric progression. To derive the formula 
for the present worth of an annuity, he must 
employ the formula for the sum of a geo- 
metric progression. Here he has as much 
difficulty as in the other case. 

The two principal annuity formulas can 
be explained without reference to a geo- 
metric progression and in terms that a stu- 
dent can understand and remember. The 
formulas for annuities with rents at the end 
of the periods are as follows: 


Tre MATHEMATICIAN has kept his secret 


(1+7)"—1 
1, Amount of an annuity: A=R | ———— 
1 
1— 
2. Present worth of an annuity: PW=R | ax | 
t 
Notice that the numerator in the first 
formula is compound interest on one and 
that the numerator in the second formula is 
compound discount on one. Without refer- 


ence to a geometric progression, the author 


will attempt to show why the first formula 
is compound interest on one divided by the 
interest rate per period and why the second 
formula is compound discount on one divided 
by the interest rate per period. It is assumed 
that the student already understands the 
formulas for compound interest and com- 
pound discount and recognizes them in the 
above formulas. 

First, assume that a man places one dollar 
in Bank A and leaves it there six years at 
four per cent compound interest. At the end 
of the time the compound amount will be 
$1.2653. He also places four cents a year in 
Bank B for six years, and the annuity earns 
four per cent compound interest. At the 
end of the time the amount of the annuity in 
Bank B will be $0.2653, because the four 
cents placed in Bank B each year will earn 
the same interest as the four cents earned 
each year on the one dollar in Bank A. If 
both the amount of the annuity and the 
rent in Bank B are divided by 0.04 (which is 
the same as multiplying by 25 so as to in- 
crease the size of the annuity) to have an 
annuity of one dollar each year, the result 
will be as follows: 

Amount of anannuity: $0.2653-+-0.04=$6 .6325 

Rent: $0.04 +0.04=$1.00 
Obviously the interest on the one dollar in 
Bank A—that is, $0.2653—divided by 0.04 
gives the same result as in the one line above, 
$6.6325, the amount of an annuity of one 
dollar for the same rate and time. Thus, the 
interest on one dollar divided by the in- 
terest rate gives the formula for the amount 
of an annuity of one. The explanation may 
be summarized in the following manner. 
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Amount: Rent = Amount: Rent 


0.26538 :0.04= 
0.2653 
z= = 6.6325 
0.04 


Secondly, to arrive at the explanation of 
the present worth of an annuity of one 
formula, assume that a man places $0.7093 
in Bank A and leaves it there six years at 
four per cent compound interest. As $0.7903 
is the compound present worth of one dollar, 
when the interest rate per period is four per 
cent and the number of periods is six, the 
$0.7903 will amount to one dollar at the 
end of the time. The difference of $0.2097 is 
the discount on one dollar. He also places in 
Bank B $0.2097 in six separate accounts 
that earn four per cent compound interest 
as follows: $0.0384 in the first account which 
is to be closed after one year, $0.0370 in the 
second account which is to be closed after 
two years, $0.0356 in the third account 
which is to be closed after three years, and 
so on as in the summary below. At the time 
that each account is closed, four cents will 
be available, as the present worth of four 
cents for various lengths of time were placed 
in each account. Thus the man’s dealings 
with Bank B constitute an annuity, the 
present worth being $0.2097 and the rents 
four cents each. If both the present worth 
of the annuity and the rent in Bank B are 
divided by 0.04 (which is the same as multi- 
plying by 25 so as to increase the size of the 
annuity) to have an annuity of one dollar 
each year, the result will be as follows: 


$0 . 2097 +-0.04=$5 . 2425 

$0.04 +0.04=$1.00 
Obviously the discount on the one dollar in 
Bank A—that is, $0.2097—divided by 0.04 
gives the same result as in the one line 
above, $5.2425, the present worth of an an- 
nuity of one dollar for the same rate and 
time. Thus, the discount on one dollar di- 
vided by the interest rate gives the formula 
for the present worth of an annuity of one. 
The explanation may be summarized in the 
following manner. 


BANK A 
BANK B 
$0.04 
$0.04 
$0.04 
$0.04 
$0. 2097 
Pres. Worth : Rent=Pres. Worth : Rent 
0.2097 :0.04= 
2495 


The author believes that these explana- 
tions are preferable to the usual textbook 
discussion. The student can see why the 
annuity formulas are as they are; namely, 
compound interest on one divided by the 
interest rate per period and compound dis- 
count on one divided by the interest rate 
per period. 

J. Donatp WATSON 
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Twenty-Five Years of Accounting Responsibility—1911- 
1936. George O. May. (New York: 1936. Pp. xiii, 
368; vii, 376. $3.00.) American Institute of Ac- 
countants. 


The appearance of this book is an outstanding event 
in the history of accounting literature. It cannot fail to 
add to the stature of the accounting profession in the 
eyes of all who are interested in the sound development 
and progress of our political, social, and economic life. 
Not only the breadth of the subject matter, but also 
the breadth of spirit in which it is treated, will command 
respect. Already one hears from others than accountants 
—indeed from some not very sympathetic toward ac- 
counting—comment expressive of the regard engen- 
dered by this book for its author’s broad grasp of, and 
penetrating insight into, the larger business and eco- 
nomic problems of our time. The book is written in 
lucid, cogent style, interspersed with witty phrase, apt 
simile, and occasional literary and scriptural allusion, 
and is pervaded by that serenity of spirit which 
Matthew Arnold tells us is an attribute of all true 
greatness. 

Although most of the articles have already appeared 
in the periodical literature of the last 30 years, the effect 
of bringing them all together in one place is impressive. 
Attentive readers of accounting literature can scarcely 
be ignorant of Mr. May’s general views, and in this re- 
spect will encounter few surprises from anything in the 
book; but they can scarcely fail to be struck with the 
vigor and completeness with which those views are ex- 
pressed, the compelling logic brought to their support, 
and the consistency with which they have been held 
over a long period of years. 

It is difficult to give an idea of the variety of subject 
matter here dealt with. The table of contents occupies 
five pages, and no better general impression can be 
given than that afforded by the titles to the seven parts 
into which the work is divided: The Profession of Ac- 
counting, Depreciation, Valuation, Regulation of Se- 
curities, Taxation, The Influence of Accounting on the 
Development of an Economy, and Reviews and Criti- 
cisms. Thus the book makes a progress from the domes- 
tic problems of the public accounting profession to the 
larger aspects of economic activity, and no discussion 
of its specific subject matter can be more than repre- 
sentative. 

Speaking of the responsibilities of auditors, Mr. May 
insists that these must be judged in the light of the pur- 
poses to be served. He argues (I, pp. 6, 7) that a pros- 
pectus is in some respects a more exacting occasion than 
an annual report, so that the former requires more spe- 
cific and detailed expression of the auditor’s opinion 
than might be necessary for the latter. With the earlier 
part of this view the Securities and Exchange Com- 
mission might be said to be in general accord, as evi- 
denced by the character of Form A-2 as compared with 
Form 10. Probably, however, they would be somewhat 
reluctant to forego anything needed for a complete 
expression of opinion, even in Form 10, their general 


view being that since the auditor’s principal function 
is the expression of an independent opinion, nothing less 
than a full statement of all the points at variance be- 
tween himself and the company would satisfy. But this 
view underestimates the extent to which qualification 
and dissent in the certificate may confuse the picture. 
As in Byron’s gibe at Coleridge: 

Explaining metaphysics to the nation— 

I wish he would explain his explanation. 


so the auditor is often disposed to feel that his qualifica- 
tion would itself need some further qualification to be 
strictly true, by which time the reader might be better 
off with the original unqualified statement. But the 
Commission’scriterion will necessarily be that of material 
fact; both under the Securities Act and the Exchange 
Act it will be disposed to insist upon an expression of 
opinion whenever it considers a material fact to be in- 
volved. 

Mr. May recommends the English practice of ap- 
pointment of auditors by stockholders; his reiteration 
of this in 1915 (I, p. 27), in 1926 (I, p. 47), and in 1932 
(I, p. 100) is noteworthy. He feels, as do most people 
who have had experience with English practice, that 
here is the stockholder’s most effective means of self- 
defense. There are, however, among Englishmen them- 
selves those who see some disadvantage in the practice, 
in that an auditor appointed by company officers, or by 
a board of directors, is in a more definite and manage- 
able situation than one appointed by a large body of 
stockholders. Presumably Mr. May would reply that 
the auditor’s duty to the stockholders is the same 
whether the appointment be made by them, by the 
officers, or by the board, and that appointment by the 
stockholders constitutes a better basis for performing 
that duty. 

Many pages in this book illustrate the extent to 
which Mr. May has anticipated the subsequent course 
of events. Writing in 1926, in connection with a dis- 
cussion of Professor Ripley’s famous article criticizing 
corporation accounting practices, he anticipates “some 
sort of bureaucratic control” over them (I, p. 42). All 
through the book run the concurrent leitmotifs of (1) the 
responsibilities of accountants for public reporting, (2) 
the difficulties in the way of adequate reporting, and 
(3) the danger that remedies applied to admitted evils 
may be worse than the original disease, especially in 
respect of the burdens they place upon the innocent, 
and the obstruction they offer to the healthy, normal 
development of trade. Perhaps “they that are whole 
have no need of a physician, but they that are sick”; 
but when the medicine is passed around, the conscienti- 
ous ones are likely to get more of it than the others, 
with results not always for the general good. 

In the same spirit is the conclusion passed upon The 
Royal Mail case that “though the individuals were 
clearly entitled to acquittal, the system must be con- 
demned and must be changed” (I, p. 76). This is one 
of those profound observations applicable to many 
situations in history; Charles I and George III are 
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potable examples of the folly of endeavoring to per- 
petuate systems which have outlasted their general ac- 
ceptance and usefulness. Though Lord Kylsant’s 
oflenses were less heinous than theirs, they were all 
alike in being the victims of the onward march of 
progress. Few people on this side of the water will wish 
to disagree with Mr. May’s view that secret reserves, 
as known in England, are not consonant with the 
doctrine of full disclosure implied in the public financing 
of business corporations. 

Purists in technical style will be disposed to fall foul 
of Mr. May in respect of his terminology on the sub- 
jects of depreciation. He rejects (I, p. 167) the pro- 
posal to substitute the term “allowance for deprecia- 
tion” for “reserve for depreciation’; he denies (I, p. 
164) that a reserve is necessarily an appropriation of net 
profits; it may be an appropriation of gross profits. He 
speaks (I, p. 160) of charging expenditures for renewals 
against “the fund,” meaning the depreciation reserve 
account. A number of academic writers have sought to 
erect these practices into high crimes and misde- 
meanors, but Mr. May simply uses the common lan- 
guage of business leaders and others accustomed to look 
at the things themselves, without too much hindrance 
from the technical procedures of accounting. Speaking 
of pedagogy, however, teachers of accounting will be 
delighted with the dramatic effect with which the state- 
ment of the source and application of funds is used to 
present the final summaries of the ill-fated Krueger and 
Toll ventures (I, p. 108). 

Disputes about terminology are pointless until it is 
recognized that men working in the practical field have 
one problem, and teachers in the classroom have an- 
other. The former group consists largely of mature and 
experienced men, many of whom understand pretty 
thoroughly the various aspects of a subject like de- 
preciation. They talk substantively of the facts of de- 
preciation, of their financial effects, of the provision for 
them, and of the resulting funds, without any attempt 
to follow strictly what Professor Allyn Young used to 
call “the arbitrary categories of accounting.” These 
practices certainly play havoc with a teacher’s efforts 
to explain these phenomena in precise terms to the 
elementary minds of college students, and every ac- 
counting teacher is forced to resort to his own devices 
for keeping these classifications clear; but pedagogical 
exigencies scarcely justify him in telling the veteran 
practitioners that they do not know what they are talk- 
ing about. The ‘accounting teacher’s problem is analo- 
gous to that of the teacher of chemistry, who must lay a 
foundation of inorganic before he can do much with 
organic chemistry; accounting in real life resembles the 
latter much more than the former in that the elements 
with which it details are seldom found in a pure state. 

In Parts II and III Mr. May threads his way through 
the thorny questions of depreciation and valuation, 
discussing their application both in the industrial and 
in the public utility field. He points out the logical con- 
flicts of the several theories developed by the courts and 
regulatory bodies, carrying these theories to their in- 
evitable conclusions with relentless logic. These are 
among the most arduous portions of the book, into 


which nobody should venture without being prepared 
to give sustained attention to close reasoning. In differ- 
ent places the author may seem to be accepting con- 
tradictory ideas, when he is in fact only pointing out, 
not necessarily with approval, the logical consequences 
of the different theories. In particular he draws out 
clearly the confusions which arise between depreciation 
as a factor in accounting on the ordinary business basis 
and depreciation as a factor in rate-making; between 
depreciation as an element in income determination 
and depreciation as it may or may not affect the value 
of assets. Certainly no professor of accounting, and no 
practising accountant, can reach conclusions on these 
issues which he can regard as final until the U. S. 
Supreme Court, the Interstate Commerce Commission, 
the Federal Communications Commission, and other 
bodies have arrived at more harmonious views on such 
fundamental concepts as “prudent investment” and 
“present fair value.’”” When within the Supreme Court 
itself we find Mr. Justice Brandeis as the chief protag- 
onist of the prudent investment theory, and Mr. 
Justice Hughes the author of the famous dictum, “It 
is that property, and not the original cost of it, which is 
protected by the Constitution’’ (Minnesota Rate Cases, 
230 U.S. 454), thus laying down an apparently ines- 
capable basis for present value, then lesser mortals can- 
not but tread with due humility. These problems are 
discussed with a broad sweep, not only in the sections 
mentioned, but also later in the book, as the third ve 
ter under the title “The Influence of Accounting o 
Development of an Economy.” Departing altogether 
from technical accounting considerations, Mr. May 
points out that for many years the country wanted 
railroads and wanted them badly enough to be almost 
indifferent to the cost; that from the revenues avail- 
able from the meagre traffic of pioneering years it was 
not possible to make the appropriations demanded 
by straight-line depreciation and still show a net return 
upon investment; that such a result would have dis- 
couraged the financing, and therefore the construction, 
of the roads which were being demanded, and there- 
fore straight-line depreciation was not practically possi- 
ble. The only basis on which this logic can be attacked 
is to argue, as some do, that the interests of the country 
would have been better served by a slower and more 
deliberate development, but at best this is an ex post 
facto type of argument. The fact remains that the 
leaders of those days adopted accounting principles con- 
ducive to the construction of railroads, and probably 
the losses to investors were greatly outweighed by the 
gains to the community at large. Whether the account- 
ing reports of those days practised “‘full disclosure”’ for 
the benefit of the investors who provided the money is 
another question, which would now be more insist- 
ently asked than it was then. 

The influences of accounting upon internal manage- 
ment are well illustrated in the discussion of the Good- 
year reorganization of 1920 (I, pp. 291-316). The com- 

pany management prior to the reorganization was char- 
acterized as being good in manufacturing, i in selling, and 
in general development, but weak in the controls of 
purchases, of finance, and of accounts. The resulting 
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management was fair weather sailor,’ unable to 
navigate when a real wind was blowing, the similes 
being pointed with classical allusions to Horace. 

The last item in the book, a letter to J. M. Keynes 
pointing out certain fundamental discrepancies in one 
of the tables in his work, The General Theory of Employ- 
ment, Interest, and Money, well illustrates the range of 
Mr. May’s interests. The table related to computations 
of the net increase in investment in the United States, 
after deductions for decreases from maintenance and 
depreciation. Mr. May observed that these deductions 
were not on the same footing as the gross totals from 
which they were subtracted, and in a note in The Eco- 
nomic Journal (London) for September, 1936, Keynes 
accepted this correction. 

One series of papers (II, pp. 49-123) deals with the 
regulation of securities, and brings out certain aspects 
of that problem which in these days tend to be mini- 
mized, if not overlooked. He emphasizes the desirability, 
from the point of view of the public good, of a free 
flow of capital into industry; he points out the inevita- 
ble dangers inherent in industrial investment, and the 
disappointments which must follow too high hopes of 
eliminating them. But he recognizes the need for 
progress, and few men have done more to promote it 
along sound and practical lines. 

T. H. Sanprrs 

Harvard Graduate School of 

Business Administration 


Cases on Business Law. Dwight A. Pomeroy. (Chicago: 
South-Western Publishing Company. Pp. xxxiv, 
1361.) 


This book represents an attempt to adapt the case 
method of teaching law to present day conditions in the 
field of business law. “It is believed that such disad- 
vantages as may have been found in the study of cases 
may, for the most part, be eliminated by a better selec- 
tion of cases for study, by a more logical arrangement of 
the cases, and by other aids that may be given to the 
student. In accordance with this theory, this book has 
been prepared to assist students in understanding not 
only important principles of law but also a wide variety 
of applications of each principle.” The cases chosen are 
modern cases. In each instance brief facts of the case 
are placed above the name of the person writing the 
opinion, thus shortening the whole case to a page of 
two. Principal cases are followed by questions designed 
to aid the students in gaining a mastery of the cases and 
also by additional cases in problem form. 

The chapters of the book are: 1. Contracts; 2. 
Agency; 3. Employer and Employee; 4. Negotiable In- 
struments; 5. Suretyship; 6. Insurance; 7. Bailments; 
8. Carriers; 9. Sales; 10. Partnership; 11. Corporations; 
12. Property; 13. Deeds of Conveyance; 14. Mortgages; 
15. Landlord and Tenant; 16. Torts; 17. Business 
Crimes. 

Eachchapteris carefully dividedinto from fourto nine 
parts each of which is in turn separated into properly 
headed divisions. This arrangement is “to indicate to 
the student where he is going and what he should look 
for while on his way.” A capable teacher should find 


The Accounting Review 


this book a very satisfactory means of imparting the 
principles of business law to students. 
W. Hanson 
Harvard Graduate School of 
Business Administration 


Municipal Accounting Statements. National Committee 
on Municipal Accounting. (Chicago: 164 pages— 
58 forms—cloth bound. $2.) 


This volume is the sixth publication of the National 
Committee on Municipal Accounting. It includes, in 
great part with some refinements, the material pub- 
lished in the previous five bulletins. The type of work 
being done by this committee in publishing such a work 
as this is of the utmost value. A need is filled here that 
is available in no other single place as far as your re- 
viewer is aware. It is a well known fact that the records 
of many municipalities are inadequate to display the 
facts as they should be. In the past it has been im- 
possible in many cases for the municipal officials, hav- 
ing no particular accounting knowledge, but being de- 
sirous of improving their records, to find without great 
expense what those records should show. How results 
should be displayed correctly is one of the features of 
this book. 

The most commendable feature of the volume is 
that on municipal terminology. In the past the ter- 
minology for municipal accounting has been woefully 
vague. The general problem of terminology has been 
recognized by the American Institute of Accountants, 
but the efforts of the National Committee on Municipal 
Accounting are no less commendable. Certainly it is 
recognized that no general advancement can be made 
until municipal terms are understandable. It may be 
stated without hesitation that this section of the volume 
is of prime importance regardless of its location in the 
book. 


The remaining four sections of the bulletin follow 
each other in a definite, well defined sequence, discuss- 
ing respectively principles underlying the preparation 
of a municipal financial report, the report proper, a 
discussion of each fund and its statements, and an ex- 
planation of accounts. The first of these sections sets 
forth some fifteen principles to be followed in preparing 
a financial report for a municipality as well as dis- 
cussing the general contents of a report and its purpose. 
The cash and accrual basis of accounting are discussed 
with the accrual basis being recommended “‘in so far as 
practicable.”’ This shows the recognition of the fact that 
the accrual basis is not always a practical possibility. 

The presentation of the statement forms proper 
takes up the majority of the book as far as space is con- 
cerned. It illustrates profusely all sorts of municipal 
reports classified by funds. Each of the nine kinds of 
funds recommended by the committee has illustrated 
for it the statements and reports relative thereto. These 
statements are complete, giving illustrations for almost 
any imaginable situation. With amounts being used 
in the various statements which are keyed to relative 
amounts in other statements the value of this section 
is greatly increased for reference purposes. 

The following section is made up of a detailed dis- 
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cussion of the various funds and statements illustrated 
in the previous section, while the remaining part is an 
alphabetical list of accounts used in the statements 
with an adequate explanation of each. 

This book is one of the most encouraging publica- 
tions along the lines of advancement in municipal ac- 
counting that has been met for some time. Its scope of 
contact is great. It is not a textbook. It is a guide book 
that every municipality should be using in order to 
improve its usefulness as a servant of the people. It 
has great value for illustrative and reference purposes 
in the college and university class studying municipal 
accounting. The public accountant will find this volume 
useful in conjunction with the publication on municipal 
audits by this committee in advising and auditing for 
municipalities. The layman can refer advantageously 
to such a volume to determine what his municipality 
should be telling him and to understand better the 
terms used in connection with its operation. 

The National Committee on Municipal Accounting 
has done a good piece of work filling a great need. Let 
us hope that they continue and that they recognize 
their job is not finished until every municipality in the 
country has an adequate and understandable account- 
ing and reporting system. That is a difficult task, not 
to be accomplished in a few years, but certainly it is a 
commendable object. 

Rosert Hackerr 

University of Illinois 


Accounting Principles for Engineers. Second Edition. 
Charles Reitell and Clarence VanSickle. (New 
York: McGraw-Hill Book Company, 1936. Pp. viii, 
518. $4.00.) 

This is a second edition of a book formerly published 
under the title of Cost Finding for Engineers. The only 
real change is the substitution of a new set of problems 
at the end of the book. The text is unaltered except for 
the deletion of a very few scattered paragraphs and the 
addition of an equally small number of new short sec- 
tions. The new title appears only on the cover and title 
page; the old title is retained unchanged on every page 
heading. Two inserted forms in the older book are 
omitted, but without deletion of test references to them 
and without renumbering of subsequent forms 

W. P. Fiske 

Massachusetts Institute of Technology 


Accountants’ Index. Fourth Supplement: A Bibliogra- 
phy of Accounting Literature, January, 1932-De- 
cember, 1935. (New York: American Institute Pub- 
lishing Company, 1936. Pp. 503. $10.00.) 

In this volume the American Institute of Account- 
ants has continued its good work in the compilation of a 
complete accounting bibliography down to the end of 
1935. It is perhaps a reflection of the change in business 
conditions that the Introductory Note speaks of the 
enterprise with more confidence than appeared in the 
volume of 1932; now the Institute regards the Index asa 
“necessary service to the profession,” and there should 
be no question of the continuance in perpetuity of this 
compilation. 


One is again struck with the completeness and ac- 
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curacy of the work, evidencing the painstaking care 
with which it has been put together. Nothing is wanting 
in the contents, and very little indeed in the manner in 
which they are presented. It would be in the general 
interest that the work should be better known, not only 
among accountants, but among others who find a more 
occasional yet none the less substantial interest in ac- 
counting. I have recently, with much satisfaction, been 
able to introduce to this work two or three economists 
who have come to feel that much can be learned from 
the accounting field of the manner in which business 
is carried on and economic movements are developed. 
Furthermore, an acquaintance with this Index, ag- 
gregating 4104 pages for the five volumes, would be a 
helpful experience for the jurist of some eminence who 
remarked that, while he had to participate in trials in- 
volving questions of property valuations, income de- 
termination and the like, he “did not know that a 
literature on that subject existed.” 

Depreciation is still easily the first of all the topics 
listed, in point of the space occupied; thirty-two pages 
are devoted to this subject as compared, for example, 
with twenty-six pages of citations on Accounts, Ac- 
countants, and Accounting. This is due not only to the 
number of the citations on depreciation, but also to the 
fact that numerous actual depreciation rates have 
again been quoted. In fact, depreciation seems to be the 
only topic on which substantive information is given, 
citations alone being furnished on all other titles. It is an 
open question whether, as a matter of convenience, it 
might not some day be worth while for the Institute to 
publish this collection of depreciation rates in a separate 
volume, perhaps retaining the citations in the Index. 

The mark of the New Deal lies across this volume, 
under such titles as National Recovery Administration, 
Codes, and Securities Act. The citations under the last- 
named of these subjects strike one as peculiarly scanty, 
and a little investigation brings to light a problem in 
cross-citations which must be a perpetual difficulty to 
the editor; for under the names of individual authors 
one can find references to a considerable number of 
articles on this topic not listed under the topic itself. 
Many other articles are listed both under the topic and 
under the author, and one wonders why the distinction. 
Also, since Form 10 and Form 10K are listed under 
Securities and Exchange Commission, why is Form 
A-2 not listed? 

One touch of sadness comes from seeing on the same 
page the names Arthur Lowes Dickinson and Lawrence 
Robert Dicksee as authors. Both of these men have in 
practice, writing, and teaching had great influence of 
international scope, but their voices will be no longer 
be heard among us; both have passed away during the 
period covered by this volume. 


Harvard Graduate School of 
Business Administration 


T. H. SanpErs 


Accounting Fundamentals. First edition. George A. Mac- 
Farland and Robert D. Ayars. (New York: McGraw- 
Hill Book Company, 1936. Pp. xv, 667. $4.00.) 

“This text is the result of many years’ experience in 
teaching accounting. The authors have conducted 
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first-year courses under a number of plans of develop- 
ment and have used various textbooks. They have had 
thousands of students in elementary accounting from 
the school of business, hundreds from the college of 
liberal arts and from the engineering and other schools, 
and thousands in evening classes. 

“Tt has been the experience of the authors that, re- 
gardless of the classification of the student, the greatest 
interest in the subject and the most rapid and soundest 
development are obtained from a course which follows 
an outline similar to that of this book.” 

“This textbook is designed to meet the needs of the 
laboratory or non-laboratory, full-year, elementary 
course. The use of accounting data as a factor in the 
control of an enterprise is emphasized but the methods 
of collecting the data are not neglected. Unnecessary 
duplication of subject matter is avoided. The various 
subjects are arranged by chapters to succeed each other 
in logical order and are tied together to give both unity 
and clarity to the book.” 

Valuable questions are found at the end of each of 
the thirty chapters. All problems are in the back por- 
tion of the book beginning on page 493. The first nine 
chapters which cover 105 pages, exclusive of problem 
material, teach the fundamentals of bookkeeping. These 
chapters explain (1) the significance of and need for 
accounting; (2) the basic equation of the balance sheet, 
seven sections of the balance sheet and the contents of 
each, and the form, object, and use of a balance sheet; 
(8) the causes and effect in changes in net worth; (4) 
the profit and loss statement as to form, purpose and 
terminology; (5) the rule for increase and decrease of 
various kinds of accounts, the construction of accounts 
and ledgers, and the application of double entry book- 
keeping; (6) the use of the usual two column journal 
and posting to the ledger accounts; (7) then the use of 
additional journals as books of original entry; and (8) 
then we have the preparation of the trial balance and 
some helps as to finding errors in the trial balance. 

Chapter X is rather short but still complete in the 
explanation of capital and revenue expenditures. Ad- 
justing the books is the next chapter. The setting up 
of the new inventory figure by a credit to Cost of Goods 
Sold is the first adjustment shown. You will find illus- 
trations of adjustments for deferred charges, deferred 
credits, accruals payable, accruals receivable, deprecia- 
tion of fixed assets and the estimate of loss on bad 
debts. This chapter concludes with a complete adjusted 
trial balance. In chapters XII and XIII we find the 
closing procedure, ruling the ledger accounts, and prep- 
aration of a post-closing trial balance, a ten column 
working sheet and a balance sheet and profit and loss 
statement. Then again in the next two chapters we find 
a more complete treatment of inventories, accruals, de- 
ferred items, bad debts and depreciation than the ex- 
planation in Chapter XI. In these same two chapters, 
XIV and XV, re-adjusting entries are defined and a 
rather full explanation of obsolescence and depletion is 
given with entries explaining their treatment on the 
books. Two chapters are devoted to business papers 
and practices. Some of the more common and im- 
portant items are promissory notes, interest and dis- 
count, drafts, trade acceptances, various papers used in 
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purchasing, bills of lading, cashier’s checks, certified 
checks, bank drafts, and bank reconciliation. Controll- 
ing accounts with subsidiary ledgers, columnar journals, 
petty cash systems, voucher system, and auxiliary 
records as insurance register, notes receivable register, 
and plant ledgers are discussed in three more chapters, 

The very important subject of partnerships is well 
handled in two chapters. The study of partnerships in- 
cludes formation, goodwill, dissolution, and liquidation, 
The subject of corporations is divided between three 
chapters. Both par and no-par stocks are in the explana- 
tions given. A description of various classes of bonds, 
the use of manufacturing accounts and preparation of 
financial statements for a manufacturing concern, a 
complete explanation of the voucher system and the 
analysis and interpretation of financial statements com- 
prise the four concluding chapters. 

The problems and materials for the practice work are 
practical and understandable by the students and this 
text should be considered carefully by all who are in- 
terested in the first year accounting work. 

W. E. Karrensrock 

University of Illinois 


Auditing Laboratory Set. Thomas W. Byrnes and K. 
Lanneau Baker. (New York: The Ronald Press Com- 
pany. $3.50.) 

In this work we find what to the lay public probably 
represents the chief, or at least the most distinctive, 
feature of the accountant’s work. The accountant as a 
checker or snooper has been glorified or condemned, as 
the case may be, both in song and story. To judge a 
laboratory set in auditing, therefore, is quite a task. 
There is generally no difficulty in arousing or keeping 
the interest of the students in auditing courses; and this 
interest is at its maximum when the laboratory work is 
started, because of the belief that the set as nearly as 
may be duplicates conditions found in practice. The 
student feels that here he is surely “getting his money’s 
worth” in that he is told the exact procedure of when, 
where and how to conduct an audit. In this respect the 
authors have admirably. succeeded. The stimulation of 
actual working conditions is perfect, since the material 
has been taken from a going business. 


“The principal objective is to guide the student in the 
various steps usually followed in actual practice. If 
would, of course, be well nigh impossible to obtain a set 
of books and records which would in the short period 
reviewed contain all of the errors of omission and com- 
mission, irregularities, defalcations, etc. that are in- 
cluded in this set; therefore many such items have been 
inserted to acquaint the student with the methods of 
the fraudulently inclined, and yet permit the comple- 
tion of the audit within a limited period of time.” 
(Quoted from Preface.) 


And yet even though the practice set duplicates 
field experience, there is a danger. It is a danger in- 
herent, to some extent, in all courses employing practice 
sets. The emphasis perforce is on technique, on the 
mechanics of achieving a given result; and thus the re- 
sult may be attained with a minimum demand on the 
student’s analytical faculty. From the viewpoint of the 
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instructor, the practice set assumes at times an im- 
portance not warranted by the course. In order to cover 
the necessary ground, an instructor may, when pressed 
for time, merely develop the laboratory set because it is 
an easy, mechanical job, and omit, or at least reduce 
the discussion concerning points of theory. If I have 
any general criticism to make of our schools of business, 
it is that by and large they have tended to develop 
eficient practitioners, at the expense of analytical 
depth, and capacity to see a problem from more than a 
surface point of view. 

The present set in all that it claims to be. With great 
patience the authors have assembled a complete set of 
books, together with supporting documents. Here we 
find a mass of petty cash vouchers (unnumbered, un- 
fortunately), cancelled checks complete with endorse- 
ments, notes, invoices, receiving reports, etc. Certainly 
it is desirable that students be furnished with material 
approximating conditions in the field, and on this point 
the authors are to be congratulated. As long as the prac- 
tice work can be correlated with the theory, no fault 
can be found with this type of instruction. 

Tueopore Lane 

New York University 


Capital Surplus and Corporate Net Worth. Raymond P. 
Marple. (New York: The Ronald Press Company, 
1986. Pp. viii, 201.) 


The developments in business from 1922 to 1929 and 
from 1930 to 1936 have emphasized the importance of 
many problems in accounting for net worth. There are 
significant differences between the two periods in the 
nature of those problems, but in both periods some of 
the most important problems dealing with net worth 
revolve about the concept of capital surplus, its sources 
and the different types of charges which may properly 
be made thereto. Dr. Marple’s book is timely because 
he has recognized these facts and has presented an ex- 
tensive and penetrating analysis of capital surplus as a 
central feature of corporate net worth. 

In the first few chapters there is a sound exposition 
of the principle that legal requirements must be fol- 
lowed in accounting for capital and surplus, but that 
accounting has responsibilities extending beyond the 
mere meeting of legal requirements. The extent of legal 
capital should be displayed, but when actual capital is 
different therefrom, as in the case of stock sold at a 
premium, the accounting structure should be such that 
both the legal capital and the actual capital may be 
recorded. 

This is illustrated in the discussion of treasury stock, 
Chapter 5, especially pp. 66-69. Actually the purchase 
of treasury stock is a return of capital, but legally it is a 
reduction of surplus, and in the typical legal rule the ac- 
quisition of treasury stock is limited by the amount of 
surplus. It is important that surplus be segregated to 
cover purchases of treasury stock in order that a ts 
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the real effects of statutory principles are dependent on 
their interpretation by the courts. For this reason the 
legal analysis is scarcely exhaustive enough to serve as 
the basis for decisions by those who are dealing with 
capital surplus or who are advising clients in that 
connection. 

The several corporation statutes are not a fruitful 
source from which to draw a cohesive body of principles 
with respect to capital surplus. This is illustrated by 
the treatment of stock dividends at pp. 161-166. The 
author shows that in the case of no par stock the amount 
charged to surplus for each dividend share may be equal 
to the prior stated value of the stock, less than that, or 
there may be no change at all, or the charge may be 
based on the fair value, presumably the market value, 
of the shares issued. Quotations are given from the 
statutes of several states to illustrate these provisions. 
The subject is then dropped as if this were the answer 
to the problem. There is no discussion of the serious 
effects which have followed from this looseness in the 
law, nor of the accounting principles which should 
govern in an area where there is no effective legal limita- 
tion. At many places in the argument reliance on 
statutes has induced somewhat superficial analysis. 

At pp. 158 and 154 the following principle is stated, 
and is discussed at pp. 164-166. 


1. It is proper to charge capital surplus for the 
ollowing: 
* * * * 

(d) For capital surplus transferred to stated capital 
as the result of a stock dividend or by action of the 
board of directors. 

(Of course, these charges are proper only if a suffi- 
cient capital surplus exists or is created for the purpose 
by the reduction of legal capita.) 


This principle is of very doubtful validity. The payment 
of stock dividends from capital surplus was one of the 
unfortunate features of corporate policy just prior to 
1929 and led to positive action by the New York Stock 
Exchange.! Neither the regulations of the Exchange 
nor the difficulties which led to those regulations are 
considered by the author in evaluating the validity of 
this principle. The parenthetical limitation on the 
principle is interesting. Would a stock dividend from 
capital surplus be wise if the surplus therefor were 
created by a reduction of capital? 

This book recognizes and states most of the problems 
which arise in dealing with capital surplus, and has 
added measurably to the prior considerations of the 
subject. It seeks the reality of the subject in the pro- 
visions of statute law rather than in the policy de- 
cisions of corporations, but it clarifies many issues in a 
highly complex field. 


Harvard Graduate School of 
Business Administration 


W. A. Hosmer 


thereafter available for dividends be accurately shown. 
This somewhat confusing subject is well handled. 

Much of the book consists of quotations from the 
corporation laws of the several states. There is rela- 
tively little consideration of case law and of the fact that 


1“Report of the Special Comittee on Stock 
Dividends,” adopted by the Governing Committee of 
the New York Stock Exchange, September 11, 1929; 
“Further Announcement on Stock Dividends,” adopted 
April 30, 1930. 
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Deficits and Depressions. Dan Throop Smith. (New 
York: John Wiley & Sons, 1936, Pp. vii, 264. $2.50.) 


This is primarily a study of the theory of unbalanced 
budgets but is, at the same time, a survey of a much 
larger field. The expenditures of the Government of the 
United States today are larger than at any previous 
peace-time in the history of this country. Moreover, 
these expenditures are taking new forms and are being 
pushed into new channels. The theory of the relations 
of government spending to business, banks, production 
and consumption which prevailed a decade ago is 
not adequate to encompass all these new types of de- 
pression expenditures. The methods of handling treas- 
ury funds have a new significance with relation to 
banks and the money markets. “Deficits and Depres- 
sions’ includes an excellent chapter on war expendi- 
tures, war deficits, and their results, but the main em- 
phasis in this work is on the deficits which arise in peace 
time and, more specifically, the deficits which arise 
because of depressions or through attempts to avoid 
depressions. 

The study of depression deficits is attacked from 
three angles: (1) expenditures, (2) source of funds, (3) 
the repercussions of government spending. This ap- 
proach is predicated on the assumption “ . . . that cus- 
tomary powers will remain with the Federal Reserve 
System, and that normal procedures will be carried on 
as they have been in the past. Virtually all the material 
on the subject of unbalanced budgets has been based 
on the existing apparatus of central bank operations 
and money-market control.’’ Thus some parts of this 
analysis are not strictly applicable to every phase of our 
present situation in that some parts of our commercial 
banking and central banking structure have failed to 
function during the period 1929-1936. To a certain 
extent this qualification is removed by a consideration 
of the last chapter which deals with the results of an 
unbalanced budget. However, the theory of depression 
deficits, as developed on the assumption of present 
banking and money market structures, is probably 
much stronger than would have been the case if all the 
current (and perhaps temporary) conditions had been 
included. 

Government spending has, in the past, been conceived 
of as a matter of handing out purchasing power to be 
used. The exact method of spending has not been con- 
sidered important. ‘“‘Preference has been given to the 
various sorts of works or to direct relief, depending on 
the urgency of the projects.” This has been one of the 
weaknesses of our spending program and it is from this 
point of view that the theory of spending is approached. 
“A more precise analysis yields objections to this as- 
sumption of the unimportance of the point of impact 
of the new spending. It is valid only if the economic 
system is rigid or, rather, taut. If there is any slack in 
the structure, the spiral of self-generative recovery may 
be broken. If there are stocks on hand to be disposed of, 
or debts to be paid at some place in the system, the new 
funds may run to waste, in that they do not induce an 
upswing.” It is these conditions which the author de- 
scribes as,“time-lags in the supposedly integrated proc- 
ess of spending and production.” We do not have de- 
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pressions unless some one or more of these relationships 
of production-consumption, saving-investment are out 
of balance. Which is the precise relationship considered 
responsible for the depression is a matter of business 
cycle theory but is very important from the standpoint 
of government spending. The haphazard spending of 
government funds without reference to the part such 
funds play in correcting or aggravating the causes which 
produced the depression can only be justified on the 
grounds of expediency, social need or humanitarian 
principles. 

It is difficult to prophesy, in advance, how funds 
spent in a particular manner will be used. If paid to 
individuals, they may be spent for goods, accumulated 
as balances, or used to pay debts. If paid in a manner 
which benefits particular industries the funds may 
simply be used to reduce stocks. All of these results may 
be necessary to restore business to a healthy condition 
but the direct purchase of goods is the only one which 
can react directly on the problem and the reaction here 
may be only to reduce stocks. ““To ignore the variable 
effects of different sorts of outlays is to assume what 
might be called a general diffusion theory of expendi- 
ture, and general diffusion theories in economics, at the 
best, neglect the very important factor of time, which, 
in a practical program, cannot be neglected with 
safety.” 

Government expenditures have largely been of the 
kind usually described as public works, and these ex- 
penditures are subject to all the qualifications men- 
tioned above. Other types of spending may be for the 
purpose of strengthening the banks and other financial 
institutions, which is in reality a phase of central bank- 
ing, or may be designed to “remove causes of existing 
disequilibria, such as purchases of marginal land to 
improve the agricultural situation.” The expenditures 
which had as their aim the strengthening of banks were 
emergency measures but can be used merely to support 
existing institutions or to “initiate a real loosening of 
bank credit”; when used in the latter sense “is some- 
what better than open-market purchases, but runs into 
the same lack of sound borrowers that has made central 
bank policy ineffective.” 

Funds to be used for governmental expenditures may 
be secured in a variety of ways; the accumulation of 
cash surpluses; social insurance funds; hoarded cur- 
rency; or treasury borrowing. Some of these funds rep- 
resent “idle funds,” some existing funds diverted to 
new uses, and some newly created funds. Here the 
author is interested in showing the connection between 
government spending and banking theories. The theo- 
ries of Keynes and Hawtrey regarding budgets are pre- 
sented for the purpose of showing that increased govern- 
ment spending may be consistent with two very differ- 
ent banking theories. “The really crucial problem is 
that of associating the total amount of credit outstand- 
ing, which may be increased by bank loans to the Trea- 
sury, with the total spending, and, if possible, the direc- 
tion of that spending.” 

Certainly prior to 1929 there was, in the United 
States, a very strong popular fear of unbalanced budg- 
ets. Since 1929 our Federal Government has, in one 
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guise or another, been generally operating with an un- 
balanced budget. The present popular fear of unbal- 
anced budgets is possibly not so great as the author 
assumes. However, this is a matter of opinion and as 
the author states “deficits have been viewed as porten- 
tous.” Likewise, “If an unbalanced one is decided upon 
as either desirable or inevitable, it should not be ap- 
proached with despair. If it is spoken of as a way out 
of the depression, public opinion may accept it as such 
and it may stimulate rather than destroy private activ- 
ity.” This is merely emphasizing the importance of 
public opinion as the subject of deficits. A spirit of op- 
timism on the part of business men and bankers is more 
important than many of the indirect results of govern- 
ment spending such as reduced interest rates and tem- 
porarily increased purchasing power. When individuals 
have a pessimistic view of future conditions or policies 
low interest rates and enlarged sales will not be suffi- 
cient to cause them to expand plant and equipment 
and increase stocks on hand. This is likewise true if, 
due to continuing deficits, individuals anticipate infla- 
tion. Under such conditions funds may be spent it is 
true, but as the author emphasizes, these purchases will 
be of goods suitable for hoarding or equities which have 
possibilities of appreciation, rather than of plants and 
equipment. 

Depressions, with declining prices, result in the re- 
duction of inventories, and an increase in bank balances. 
To a certain extent the increase in bank funds follows 
from the reduction of inventories and the two changes 
may be due, indirectly, to the spending activities of the 
government. However, another factor is important here, 
namely, the reduction in maintenance of plants and the 
recovery of depreciation charges included in the selling 
price with no corresponding expenditures for capital 
goods. This factor is merely mentioned but may well 
be of great importance in permitting the building up 
of bank balances during a depression. However, the 
spending activities of the government which react on 
the liquidation of inventory likewise make possible the 
recovery of depreciation charges. These factors and 
policies are all closely bound together. 

“Deficits and Depressions” is not a survey of the 
present situation. Rather the present situation is used 
as a laboratory and present policies used as illustrative 
material. This is a theoretical analysis rather than a 
description of any particular period. The analysis is 
keen and penetrating and while it is hard reading in 
places, it is a thoroughly competent piece of work. 

F. P. 

University of Rochester 

Rochester, New York 


Expenses and Profits of Food Chains in 1934. Carl N. 
Schmalz. (Boston: Harvard University Bureau of 
Business Research 1936. Pp. vi, 50. $1.00.) 


This bulletin is the third of a series of studies of the 
expenses and profits of food chains. Previous bulletins 
covered expenses and profits from 1929 to 1933. In the 
present study a thorough analysis is made of various 
types of food chains including straight grocery chains, 
combination meat and grocery chains, and meat chains. 
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In addition data are supplied for the grocery stores, 
grocery sides, and meat sides of combination chains. 
Further analysis is made of the relationship of size of 
chain, size of city and sales per store to operating re- 
sults. The usual tables of detailed dollar and percentage 
statistics of expenses and margins are given. These en- 
able the reader to visualize the data from which the 
figures are calculated. 

Many interesting conclusions and observations are 
made by Professor Schmalz both in respect to the data 
and in respect to business conditions which affected the 
data. For example, he points out that “the lower gross 
margins and lower expense rates of the straight grocery 
chains and the combination chains presumably were 
related in part, at least, to the relatively small size of 
the chains in these two groups, since previous studies 
have indicated that small chains—chains that perform 
fewer functions of a wholesale character, or in other 
words, do not represent so complete an integration of 
retail and wholesale functions—frequently have lower 
expense and lower gross margins than the large chains. 
In the case of combination chains, the low expense 
rates may be attributable in part to their relatively high 
sales per store. 

“With regard to net profit and net gain, the average 
figures which are, of course, weighted by the relative 
size of the chains in each group, suggest that regular 
chains and combination chains proved distinctly more 
profitable in 1933 and 1934 than did the straight gro- 
cery chains or meat chains.” 

“In respect to net profit it is found that although a 
relatively high rate of gross margin is frequently one 
of the factors contributing to high profit rates, lower- 
than-average percentage expenses are much more likely 
to be a factor contributing to superior earning. Studies 
in other fields of retailing indicate the same conclusion 
for other types of retailers.” 

Profits for foods in 1934 were not particularly large; 
the average net profit was 0.59% of sales. Net gain was 
2.21% of sales and 9.62% of net worth. All types of 
food chains averaged a net gain of at least a fraction 
of one per cent but only chains that operated combina- 
tion stores or combination and straight grocery stores 
had a net gain of better than 1%. These chains averaged 
2.28% and 2.02% respectively. No certain explanation 
is given for the greater success of these two types of 
chains. In general the combination chains had a rela- 
tively large volume of sales per store and the retail 
units were located in cities of moderate size. The chains 
with both combination and straight grocery outlets 
were among the larger chains and their net profit may 
be the combined result of large sales volume and supe- 
rior management. 

The current activity in consumer codperatives makes 
the expense figures of chain groceries of pertinent inter- 
est. Grocery chains are among the lowest cost retailers 
and groceries are important in the field of codperative 
retailing. Grocery chains may be used, consequently, 
as a standard in measuring the relative efficiency of co- 
operative stores in the grocery line. Grocery chains 
operate their retail outlets with an expense of around 
15% of sales of which 9% is salary and wages. The cen- 
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tral division of a chain which exercises the management, 
buying, warehousing, transportation and financial func- 
tions has an average expense of approximately 6.5% 
of sales. Since these chains do their own wholesaling 
the foregoing figures mean that the combined cost of 
wholesaling and retailing food products is approxi- 
mately 21.5%. A consumer coUperative will have to 
maintain a high degree of efficiency to meet their ex- 
pense figures. Since net profit averages from 1% to 2% 
of sales and since many small cotperatives will not be 
able to buy as advantageously as the chains, it becomes 
apparent that the consumer dividends on food pur- 
chases will, at best, be small. If the cojperative move- 
ment continues to be of general interest and to grow, 
the current cost studies of various types of retail insti- 
tutions will be most pertinent in judging their direct 
economic value. 
Epear H. Gavuur 
University of Michigan 
School of Business Administration 


How to Evaluate Financial Statements. Alexander Wall. 
(New York: Harper & Brothers, 1936. Pp. x, 319. 
$4.00.) 


This book, which contains a short, clear explanation 
of the method of analysis developed over many years 
by Mr. Wall for the use and benefit of bank credit men, 
he being secretary and treasurer of their organization, 
The Robert Morris Associates, is the successor to Wall 
and Duning’s “Ratio Analysis of Financial Statements.” 
It presents a thorough discussion of ratio analysis, the 
formulation of an index from the ratios, testing the 
ratios against those derived from common-size state- 
ments and ratios found to be common in the given 
business, and other related matters, many of which were 
dealt with in the earlier book, but are here given more 
advanced treatment in the light of further experience 
with them. The elucidation of method occupies the first 
146 pages of volume. 

The last half of the book is given over to the pres- 
entation of 15 specimen analyses of several types of 
business. A study of the case reports reveals to the 
reader the use which may be made of the technique de- 
veloped in the earlier portion of the book. One is shown 
not only how weaknesses in the financial structure of a 
business may be detected, but is shown how to measure 
reasonably well the degree of dislocation and to seek a 
remedy for the defect. The matter treated in this vol- 
ume is of wide applicability and any person who has to 
do with the interpretation of financial statements should 
be familiar with it. 

Artuur W. Hanson 

Harvard Graduate School of 

Business Administration 


The Modern Economy in Action. Caroline F. Ware and 
Gardiner C. Means. (New York: Harcourt, Brace 
and Company, 1936. Pp. xi, 244. $1.60.) 


Modern Economy in Action represents an attempt to 
advance a series of questions which need to be consid- 
ered by economists with reference to our orthodox 
theory. The writers undertake to prove that the an- 


swers to the questions they raise disprove much of ac. 
cepted economic reasoning. 

The main thesis of Modern Economy in Action js 
that industrial conditions have changed to the point 
where our economic thinking is no longer able to cope 
with the facts. Particular stress is laid on the rapid 
growth of technology, with the attendant emphasis on 
mass-production and large factories. Our present eco- 
nomy is “an engineering economy” rather than a “trad- 
ing economy” with the emphasis shifted from trading to 
administration. Likewise we have many industries in 
which only limited competition exists among a small 
number of firms in each of such industries. 

Modern industry, involving as it does the develop. 
ment of large factories, large corporations, and limited 
competition, has developed to the point where many 
prices are said to be inflexible. This matter of inflexible 
prices is the center of much of the discussion in this 
volume. Exceptions such as agricultural, textile and 
petroleum prices are recognized, but the large-scale 
industries are dominated by administrative policies 
based on inflexible prices. 

In the prior period, which the writers designate as 
the “old” or “flexible” economy, prices and quantities 
were controlled through the automatic corrections 
brought about by competition. In the present system, 
the presence of inflexible, administered prices prevents 
the operation of such competition. 

In Part II the authors undertake to point out the 
parts of our economic system which need to be kept in 
constant adjustment if our economic organization is to 
function perfectly. Five elements are discussed: the sup- 
ply of money, the volume of savings and the creation 
of capital goods, price and production policies of in- 
dustry, international economic relations, and the pro- 
visions of economic security. 

Inflexible prices are involved in the consideration of 
most of these elements. In the case of money, as an 
example, the existence of inflexible prices necessitates 
the determination of the “right amount of money.” 
In the “prior” period the amount of money is stated as 
having had no great influence since all prices were 
flexible and would increase or decrease approximately 
the same amount. But when inflexible prices are intro- 
duced, the increases and decreases are centered on the 
flexible prices. Consequently, it is essential to determine 
by some means the point at which there is just enough 
money for existing operations. 

The matter of international trade is examined from 
the standpoint of orthodox theory and inflexible prices. 
With flexible prices and the gold standard, the flow of 
gold between countries would bring about an automatic 
correction of prices between the countries concerned. 
With inflexible prices in existence, any change in prices 
resulting from the movement of gold would be almost 
entirely concentrated in the fields in which flexible 
prices prevail. Consequently, any important movement 
of gold into or out of a country would seriously impair 
the economic system by causing abrupt changes in 
flexible prices. 

Some treatment is given to the problems of produc- 
ing for non-producers, including studies of various ways 
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of financing social security, of economic planning, and 
of the role of the Government. 

It should be emphasized that The Modern Economy 
in Action is not an attempt to rewrite our economic 
theory, but points out questions which should be an- 
swered and the questions used to modify and strengthen 
our economic doctrines. The authors seem to have 
drawn heavily on Modern Corporations and Private 
Property and to some extent on the study of Berle and 
Pederson in the field of liquidity. Aside from these two 
sources, much of the material in this volume has been 
stated many times before. Indeed, much of it is em- 
bodied in many of the textbooks used in our colleges 
today. 

Whatever value this volume possesses seems to lie 
in the lucid statement of some of the weak points in our 
economic theory. The first part of the work is much 
more penetrating than the second, but throughout the 
study the questions raised seem to be of more value than 
the answers suggested 

F. P. Smrra 

The University of Rochester 


The Theory of Free Competition. C. J. Ratzlaff. (Phila- 
delphia: University of Pennsylvania Press, 1936. 
Pp. xix, 341. $3.00.) 


The Decline of Competition. Arthur R. Burns. (New 
York: McGraw-Hill Book Company, 1936. Pp. xiv, 
619. $5.00.) 


Dr. Ratzlaff feels that “‘. . . it is necessary to state 
more clearly the nature, the operation, and the limita- 
tions of competition and the competitive order.”’ For 
this purpose he has selected the period from “... 
Adam Smith down to the beginning of the present eco- 
nomic depression.’ The method employed is partly his- 
torical and partly analytical, but reliance is chiefly upon 
the former, especially with the analysis of “... free 
competition in the important economic writings begin- 
ning with Cairnes’ work in 1875.” 

Dr. Ratzlaff stresses the fact that competition should 
be considered from the point of view of consumption, 
production, exchange and distribution because it ap- 
plies to each in different degrees. He considers the es- 
sence of economic competition to be the mobility of the 
factors of production and he contends that “ . . . indus- 
trial concentration has aided rather than restricted 
mobility.” Referring to the Classical “School” he calls 
attention to the common error of assuming that what 

. . may be said of the views of one, regarding compe- 
tition, holds in general for all.” Of Cairnes he remarks, 
“Whatever validity there might be, before (his) writ- 
ing, in the charge that Political Economy and the doc- 
trine of laissez faire were one, certainly this ceased with 
his writings” (p. 127). 

Chapter V is devoted to operation, limitations and 
desirability of competition or substitution, as Marshall 
sees it, and then passes to Pigou and his argument that 
state intervention is essential because self-interest (com- 
petition) will not tend to equalize marginal social net 
products of the different industries. As for the Fabian 
and other socialists, they “... have not seen the es- 
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sence of economic competition” (p. 232). However, the 
later socialist thought as well as the earlier agreed upon 
the necessity of controlling the thing which they did 
not understand. The author concludes that their pro- 
grams of control are a repudiation of socialism and in 
effect a recognition of those steps essential to preserva- 
tion of “economic competition.” 

Dr. Ratzlaff’s volume, with its excellent bibliogra- 
phy, is useful because it is an effort to ascertain whether 
there is any meaning to the term “competition” which 
is sufficiently constant or definite to permit of a syn- 
thesis of views of those who favor a competitive society, 
and his answer is that there is not. There are theories 
revolving around the concept “competition” but no 
compact theory because the concept itself is elastic, 
leading to confusion and contradiction which appears, 
in the opinion of the author, to be most pronounced in 
the case of the socialists. 

Dr. Burns has written a very different sort of work. 
he conceives of the era of competitive capitalism as 
drawing to a close, and he has undertaken to “... 
throw a fragile bridge across the wide gulf between . 
abstractions and the realities which they must finally 
comprehend.” In this attempt he has produced a work 
of great importance. The element of monopoly has al- 
ways been present, but it has grown in importance and 
its elimination by law seems highly improbable. The 
growth of large firms has so reduced their number that 
they can easily determine the effect of price policies 
and output upon the market as a whole and so they find 
themselves in the position of monopolists, in effect 
(p. 41). The excellent introductory chapter, ‘““Compe- 
tition in Transition,” is followed by a discussion of the 
Trade Association, in which it is said that “They were 
without any long-run vision of the consequences of their 
policies and contributed little to the adjustment of in- 
dustrial policies to the changing techniques of produc- 
tion and selling.” 

The policies referred to are then carefully analyzed 
in turn. Of these, “Price Leadership” as practiced in 
various industries comes first. It has not been effectual 
in stabilizing industry, since the prices thus fixed have 
encouraged the entrance of new capital into the indus- 
tries involved. The author is therefore inclined to think 
prices leadership transitional (p. 108). The analysis 
passes to “Sharing the Market,” a subject of significance 
because “Price competition can no longer determine the 
distribution of business between firms . . .” and a quota 
is, therefore, usually set for each. ““The Stabilization of 
Individual Prices” is the subject of Chapter V. Dr. 
Burns observes that price stabilization has become 
effective over an increasingly wide industrial field, a 
fact which is not at all pleasing when it is realized that 
“The elimination of the less efficient is retarded by price 
stabilization in a number of ways...” (p. 268). More- 
over, the author doubts whether “. . . over a long period 


of time a stable price policy is more profitable than one 
of adjusting prices to conditions of demand and sup- 
ply.” 

“Price Discrimination” is analyzed in the same 
thoroughgoing manner with continued reliance upon 
the actual practices. Outstanding in these two chapters 
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is the excellent treatment of “Basing-point System.” 
The chapter on “Non-price Competition” reaches the 
conclusion that it is beginning to decline in importance. 
As for “The Integration of Industrial Operations,”’ it 
is in a large measure “. . . explicable in terms of con- 
siderations that would be absent from a purely competi- 
tive world.” Sixty pages are devoted to “Industrial 
Policies under the N.R.A.,” and the result is a brief 
analysis of high quality with many penetrating state- 
ments. The two final chapters relate to “The Problem 
of Social Control,” first as to objectives, and second as 
to means. Control by judicial officers is rejected because 
*“* |. . they lack training necessary to handle problems 
of economic control.”’ But, there is no single type of 
training which alone can be regarded as a prerequisite 
to control agencies. In any event, there must be control 
and that control must come from the state, for competi- 
tion can only be preserved by law, and that form of 
state intervention is far less undesirable than interven- 
tion in the exercise of “‘... the already concentrated 
economic authority.”’ Such is the conclusion of the best 
analysis that has been made of industrial price and pro- 
duction policies “...from the years preceding the 
Sherman Anti-Trust Act of 1890 to the end of the 
effective life of the National Industrial Recovery Act 
of 1933.” 

The volume is fully documented, indeed, numerous 
supporting passages are partly or fully quoted, and the 
author has exhaustively studied treatises, public docu- 
ments, court papers, and legislation and administrative 
orders. Apparently nothing has been overlooked. Thus 
it becomes possible to say that this is an outstanding 
work which makes a demand upon every student of the 
present economic order if he is to be considered in- 
formed. 

E. A. Kincaip 

University of Virginia 


The Downfall of the Gold Standard. Gustav Cassel. (New 
York: Oxford University Press, 1936. Pp. viii, 262. 
$2.25.) 


Is There Enough Gold? Charles O. Hardy. (Washington, 
D.C.: The Brookings Institution, 1936. Pp. x, 212. 
$1.50.) 


Dr. Cassel feels that we are passing through a trans- 
formation that involves nothing less than the final de- 
thronement of gold as the basis of the world’s monetary 
system. The circumstances involved are traced to orig- 
inal documents and the personal contacts of the author 
with the flow of events. For many years he struggled for 
the restoration of an international gold standard, but 
he now feels that “...a new attempt at restoration 
would be hopeless.” Indeed, the very idea of a return to 
that system “‘... must be rejected as extremely haz- 
ardous; and we shall henceforth have to devote all our 
efforts to building up a new monetary system, entirely 
independent of gold.” 

Of “The Gold Standard in the light of pre-war ex- 
perience” he contends that such success as it had was 
due to the basic position that the pound sterling held 
in the system. Even before the war, the “. . . inalien- 


able right of the individual to convert his currency into 
gold for free use,” had ceased to be recognized as the 
fundamental principle of the gold standard. As for the 
post-war period. Dr. Cassel holds that “... Mr, 
Churchill was quite right in deciding to return to the 
gold standard at that particular time (1925). What 
made the whole situation intolerable was the tremen- 
dous rise in the value of gold after that time. But the 
failure of England to remain on a gold basis was due to 
defects of the standard rather than premature return to 
it and failure to accept this view has defeated sound 
thinking. As for the difficulties, reference is made to the 
scarcity that resulted from insufficient gold production 
(p. 49) and to the “. . . very one-sided distribution of 
the world’s gold reserves... . ” These facts contributed 
to deflation of prices and that, in turn, brought on the 
American crisis of 1929 and “ . . . the most violent and 
widespread depression in the world’s economic history 
...”” (p. 62). A contributing element was the mainte- 
nance of gold reserves rather than the redeemability 
that these reserves were to guarantee, and ““The lesson 
of all this is that the international gold-standard system 
is a very dangerous mechanism.” Accordingly, it is un- 
fortunate that, due chiefly to the influence of the Bank 
of England, the Exchange Equalization Fund has been 
used to keep sterling tied to gold to such an extent 
“|... as to prevent British monetary policy from at- 
taining, to any appreciable extent, its avowed objective 
of raising sterling prices” (p. 94). 

“Postponement of monetary reform’”’ resulted from 
the refusal of politicians to accept the inconvenient 
truths so clearly brought out by Keynes and other 
economists until at last the collapse came. It was then 
that Mr. Hoover sought to check the trend by his 
“prosperity propaganda,” but he failed because he could 
not grasp “...the monetary nature of the depres- 
sion....” Dr. Cassel comments that “ . . . no nation 
has been more heavily penalized for having followed in- 
competent counsellors . . .” (p. 113). The consequence 
was abandonment of the gold standard, “ . . . a deliber- 
ate step taken in order to stop deflation ... ,”” and he 
finds it curious to observe how long it took the world 
to recognize the true implications of the act, namely, 
the intention to set up some other standard (p. 132). 
It was, then, no wonder when the President refused to 
adhere to the proposal of the London Conference to 
stabilize currencies in terms of gold, and he “... 
merits unreserved praise for the directness of his com- 
ments on this resolution” (p. 151), for the President 
“* ... had seen the main lines of the problem far more 
distinctly than the majority of the delegates. . . . ” But 
Dr. Cassel seems unable to speak so favorably of the 
Administration’s silver policy, for he remarks that “It 
was sheer madness to try to help them (silver-using 
nations) by raising the price of silver in terms of 
gold ....” However, this little weakness of policy is 
soon forgotten in the satisfaction that comes from the 
Gold Reserve Act of 1934, for it seems to justify the ob- 
servation that “... there can be no talk of the United 
States having returned to gold as a definite standard of 
value” (p. 184). 

The devaluation of the dollar was most injurious to 
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countries adhering to the gold standard, since they 
“ ..had to go through a further process of defla- 
tion...’ which would tend to raise the value of gold 
in gold bloc countries while it was the policy of other 
countries to cheapen gold. However, England would 
have accomplished more “ . . . if the price-raising policy 
had received the unreserved support of the Bank of 
England” (p. 205). The Sterling Bloc has stabilized 
prices under a paper-standard system, but “... the 
net result of all government interference in the econom- 
ic sphere is negative.” Yet, Dr. Cassel seems to be 
pleading the case in behalf of managed currency. At 
any rate, the United States should continue its inter- 
vention to the end that prices be raised still further, in 
keeping with the aim of President Roosevelt (p. 222), 
even though there is danger that the movement will 
be carried beyond the point of “sound recovery” to 
the point of “an unbalanced boom.” He finds that 
“|, . the situation at the end of 1935 offers a singularly 
clear demonstration of the practical necessity for mak- 
ing monetary policy entirely independent of gold re- 
serves.” And this is because: (a) There is not the “... 
slightest hope for such a redistribution of gold reserves 
as the (orthodox gold-standard) theory requires... .” 
(b) Moreover, there is little prospect of adoption of a 
policy of adjusting credit to gold reserves. (c) Besides, 
the gold standard has lost all those qualities which 
make its restoration desirable or possible. It is therefore 
essential to set up an international monetary system 
which will operate as the Sterling Bloc has operated its 
system. In any event, the downfall of the gold standard 
“*.. . now stands out as the most prominent and definite 
feature of the economic history of our generation.” 
Dr. Cassel’s most interesting funeral oration over the 
gold standard comes as rather a shock to those who are 
familiar with his early writings, not only because of the 
reversal of his position, but also because the economic 
analysis employed does not measure up to previous 
standards set by him. This becomes more apparent 
when one turns to Dr. Hardy’s “Is There Enough 
Gold?” for this little volume denies some of the postu- 
lates upon which Dr. Cassel bases his case. For one 
thing, Dr. Hardy holds that the results of Cassel’s work 
on the quantitative relationship between the gold sup- 
ply and the price level “‘. . . are not acceptable, ....” 
Dr. Hardy finds “‘. . .1.5% per annum as our best ap- 
proximation of the amount of new monetary metal re- 
quired under nineteenth century conditions to maintain 
stable prices...” (p. 39). However, two per cent is 
adopted as a reasonable compromise, and Dr. Cassel’s 
three per cent is rejected as “. . . much too high... .” 
In the next place, Dr. Hardy finds that “. . . there 
was no sound reason in 1929 for anticipating any decline 
of world production in the decade of the thirties, assum- 
ing a continuation of the 1929 price level” (p. 61). 
Working his way step by step, Dr. Hardy next con- 
cludes that “. . . the declining prices of 1925-1929 and 
the collapse of 1929-31 are not to be explained in terms 
of an inadequate gold supply” (p. 83). The real menace 
was in the steady mounting of the reserve requirements, 
and for that reason he refers to the real menace in an 
unmanaged gold standard. It is admitted that there is 


a bad distribution, but this in itself is not fatal to a re- 
storation of the gold standard (managed), assuming 
that it cannot be redistributed in a rational way. 
Rather, it is the danger that credit expansion will take 
place on the basis of accumulated and growing reserves. 
Conditions would be vastly improved if “. . . the bulk 
of the excess of gold . . . above legal requirements (were 
now) being held in commercial portfolios and not in 
the reserve accounts” (p. 119). Meanwhile, no possible 
gold supply will be adequate while international trans- 
fers of funds continue on the present scale. 

It is apparent, therefore, that Dr. Cassel’s report of 
the death of the gold-standard seems to be exaggerated 
and premature. One can admit the limitations of that 
standard without jumping to another, the limitations 
of which are unknown. The remainder of Dr. Hardy’s 
study is devoted to the Warren-Pearson theory of gold 
prices. It is not too much to say that he has completely 
invalidated that theory, in so far as it relies upon their 
data. In the first place, their method was defective. 
Thus, if the price collapse of 1929-33 was caused by the 
demand for gold following upon the adoption of the 
gold standard, “‘. .. why did it never register itself as 
a factor worthy of the authors’ attention in their study 
of the 75-year period before the war?” (p. 150). In the 
next place, their explanation of the post-war history 
of prices “. . . does not square with the history of the 
stabilization process.” Dr. Hardy observes that Warren 
and Pearson have overlooked “‘. . . the rise of central 
banking systems which cut the connection between 
gold . . . and money or bank deposits... .” 

This small volume by Dr. Hardy makes it impossible 
to accept the thesis of Dr. Cassel as to the dark future 
of the gold standard, and at the same time it under- 
mines the validity of the Warren-Pearson explanation 
of the great depression. There is no telling what damage 
the book may have done to other writings. Reference 
should be made to “Appendix A,” The Myth of 1849, by 
Rufus S. Tucker, in which data are submitted to show 
that there was no general upward trend of commodity 
prices in the 24 years following the discovery of gold in 
California. 

E. A. Kincarp 

University of Virginia 
Economic Thought and Its Institutional Background. H. 

W. Peck. (New York: Farrar & Rinehart, 1935. Pp. 

379.) 


This excellent study covers almost the entire range 
of economic thought from the Canonists to the Collecti- 
vists, and at the start the author explains that his 
‘“*... method of approach . . . will be to correlate eco- 
nomic theory and industrial history.” with the purpose 
of showing how various types of economic thought came 
into existence. In addition, the author proposes to 
“|. . reorient economic history upon the law of supply 
and demand, and the law of the proportion of factors.” 
As for the institutional approach, it is explained that 
‘*... the owners or representatives of the scarcer or 
relative backward factor (among those upon which 
prosperity is conditioned) try to institutionalize and 
perpetuate the advantage due to historic scarcity of 
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their factor.” Thus it came about that foreign trade 
did more than any other force to break down the medie- 
val social order. The new factor, regional or foreign 
trade, became the limiting factor in the new economic 
system. 

In the chapter on “Mercantilism,” the theory is 
advanced “... that while nationalism as a conscious 
government policy meant the regulation and hence 
the restriction of foreign trade, it achieved incidentally 
the liberation of domestic trade.’ In the discussion of 
“Physiocracy,” Dr. Peck maintains that agriculture be- 
came the limiting situation. Here also is an interesting 
discussion of the rise of the concept of the economic 
man, and it is the author’s conclusion that the concept 
was a socially useful fiction. 

Passing to “Early Classicism,” the author remarks 
that the “. . . theorizing of the Industrial Revolution 
gives us English classical economics,” and he then 
passes to an analysis from which emerges the conclu- 
sion that “...the assumptions of early classical eco- 
nomics corresponded closely enough to the main fea- 
tures of the life of the time, so that the theory served to 
explain in a great measure the actual experiences of 
men and to furnish a useful basis for a public policy.” 
There follows a chapter on “Later Classicism”’ in which 
the concept of productive labour is analyzed, with the 
observation that “Productive labour was that kind 
which is employed in creating capital, because at that 
time capital was the expansible and relatively the back- 
ward factor.” He also remarks that “. . . the generali- 
zations of Ricardo were based on peculiar social, eco- 
nomic, and legal conditions”, and he concludes that 


Ricardo “. . . was generalizing from conditions that pre- 
vailed in England for only a few years” (p. 110). More- 
over, his “. . . generalizations in the field of distribution 


were too arbitrarily simplified to be permanently valid.” 
But that is not all, for it is said that the “. . . method 
of Ricardo appears . . . as a rather elaborate relationi- 
zation of the interest of the class to which Ricardo him- 
self belonged.” But, most significant of all, is theauthor’s 
conviction that “. . . a work like Malthus’ Principles of 
Political Economy would be more useful at the present 
time than Ricardo’s Principles of Political Economy and 
Taxation.” Finally, it is observed that “...a good 
many of the so-called classical laws are simply social 
class rationalizations formulated as analogies to physics 
or astronomy” (p. 155), whereby “.. . classical eco- 
nomics, which began as a middle-class reaction against 
a landed aristocracy, developed eventually into a theo- 
retic justification of a capitalistic aristocracy.” With the 
findings of this brilliant analysis of Classicism one must 
for the most part agree, with certain reservations. 
The discussion then passes to ““Marginism and Pe- 
cuniary Analysis,” concerning which Dr. Peck main- 
tains that the “. . . chief point of departure from classi- 
cism was the attempt... to explain exchange value 
by states of feeling or consciousness rather than from 
the point of view of objective physical commodities.” 
He clearly brings out the contributions of the margin- 
ists but holds that “... it is apparent that the mar- 
ginist analysis has been rendered obsolete by the latest 
development in psychology.” One of the best chapters 
of the volume is that on “The Newer Capitalism,” the 


chief characteristic of which “. . . is the recognition that 
under modern conditions there is a new combination of 
factors.” Among the latter invention is given a promi- 
nent part. The dilemma of The Newer Capitalism is 
particularly well discussed and quite helpful in under- 
standing the recent economic disturbance in this coun- 
try (p.250). The part played by the elements of rigidity 
in the economic system is by no means overlooked. 

The chapter on “Economic Theory and Economic 
History” is devoted to a review of the history of eco- 
nomic thought “. .. in order to secure materials for a 
reconstructive synthesis of economic theories.” In this 
connection, Dr. Peck remarks that “. . . realistic de- 
scription and history record the changes which represent 
the multitudinous illustrations of the law of propor- 
tions.” A short chapter is devoted to “Welfare Econom- 
ics,’ which is characterized as economic theory in the 
light of ultimate values. Much more space is allotted to 
“Institutional Economics” and Dr. Peck refers to its 
“|... apparatus of ways and means (as) a legacy of 
habits from the past. These widespread habits of 
thought and action are institutions” (p. 302). Institu- 
tionalism is “...an understanding of the mechanism 
of how social phenomena came to be, an explanation 
of how we got that way. .. . Institutionalism is not a 
method valuation; it is a tool, a mechanism of social 
process. . . . the economic theory which holds that eco- 
nomic life is determined not by economic laws but by 
economic institutions.” The final chapter considers 
“Collectivism” in a brief but effective analysis in which 
it is said that “(Communism assumes that the mass of 
men are 100% or nearly 100% plastic.” Plasticity 
becomes a vital subject when industrialization brings 
about friction with other social institutions. The author 
concludes that collectivism would be more democratic, 
more equalitarian than the partial individualism of 
America and most of Europe. But its contribution to 
welfare would depend upon “. . . the specific character 
of the real income secured by wage payments.” 

Dr. Peck has written an interesting, scholarly, and 
penetrating analysis of the influence of “institutions” 
upon economic thought. Moreover, it is highly original, 
although it is not wholly unlike Dr. Commons, “Insti- 
tutional Economics.”! Most economists will find the 
book stimulating and useful, because it deals with eco- 
nomic thought from a perspective that is gaining an 
increasing acceptance. One must admit the importance 
of the approach and the effectiveness of treatment em- 
ployed by the writer, but it does not follow that the 
method is exclusive or even sufficient. However, it 
constitutes an important element in the explanation of 
economic thought. 

E. A. Kincaip 
University of Virginia 


Introduction to Governmental Accounting. Second Edi- 
tion. Lloyd Morey. (New York: John Wiley & Sons, 
1986. Pp. xvi, 318. $8.50.) 

The new text on governmental accounting by Lloyd 

Morey is an admirable presentation of the principle of 


1See the Accountinc Review, December, 1935, 
pp. 421-22. 
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fund accounting as applied to governmental fiscal 
affairs. 

However, in my opinion, while it might be readily 
adapted to the larger municipalities where the personnel 
is adequate and understands accounting terminology, 
I do not believe much of it would be understood by the 
personnel of the average sized municipality, particularly 
that section relating to the budgetary accounts, setting 
up encumbrances against appropriations for orders and 
contracts placed, and reversed when vouchers are 
audited. The setting up of these encumbrances, while 
essential in arriving at unencumbered balances of ap- 
propriations would entail too much effort and keeping 
of records. The clerical force would have to be increased. 

While I do not hold, as many accountants do, that 
the advantages derived from charging orders instead 
of payments are not worth the effort, still I do believe 
the expenditures may be properly controlled without 
all these entries being made on the financial records. A 
properly constructed order system should yield all the 
information needed to control expenditures, by issuing 
orders in triplicate form, two to vendors and one re- 
tained by the order clerk, the latter keeping a record of 
all appropriations and charging each appropriation with 
the order. As invoices are received, they are charged 
against the order. All open orders thus are easily deter- 
mined. A book of three money columns and adequate 
space at the left for explanations would suffice. The ob- 
ject of the expenditure would show above together with 
the amount of the appropriation. The first money col- 
umn should show the amount of the order, the second 
column for vouchers received, and the third for unen- 
cumbered balances. 

Any system of accounting for a municipality must be 
designed from a reporting standpoint. What forms and 
reports does the state require annually? The financial 
reports prepared from the records should serve not only 
for the guidance of municipal officers, but also should 
facilitate the preparation of the annual state reports. 

In my opinion, it would be difficult in New York 
State to prepare the report the state requires from the 
nine separate funds constituting the municipal balance 
sheet disclosed by the text. In New York State, for 
example, we confine the activities of a municipality 
into six separate funds. The bond fund is incorporated 
with the so-called fixed assets and liabilities. We do not 
use the so-called working capital fund, but incorporate 
this fund in the current or budgetary section of the 
accounts. 

The section designated as fixed assets and liabilities, 
which we often call the capital section or capital fund, 
in my opinion, should be included with the bond fund 
section, excepting that in place of keeping an account 
for property and charging that account when work is 
completed on a capital improvement, I would charge 
an account called “Deferred Charges to Future Taxa- 
tion,” and merely keep an underlying record of all fixed 
property values belonging to the community. The para- 
graph on depreciation states that when the property 
is disposed of the account is credited with the cost of 
the property, and that the interest in such an account 
merely is ““What did it cost the government?” and also 
since no replacement fund is created for reserves for 


depreciation there is no occasion to provide for deprecia- 
tion as an expense. This latter view is perfectly sound. 
Then why keep accumulating a property account which 
merely shows cost when gradually it is becoming ex- 
hausted in service. The bonded indebtedness which 
financed the operations leading to the acquisition of 
fixed assets is secured not by a lien against these assets, 
since these belong to the community in perpetuity, but 
are secured by a pledge against future tax collections. 
The text also mentions the advantage of separating the 
fixed assets from bond liabilities for the above reasons. 
The only point, then, seems to be the propriety of keep- 
ing an account for fixed assets, which I would charge to 
a special account more clearly reflecting its nature. As 
the bonds are liquidated through budget appropriations 
and sinking fund accumulations, a collateral entry in 
the capital section should be made charging the bonded 
indebtedness account and crediting the special account 
called “Deferred Charges to Future Taxation.” Gradu- 
ally, this latter account is being reduced, at the same 
time the liability for the bonds is being reduced. 

This latest contribution, however, on municipal ac- 
counting by Mr. Morey, is the most comprehensive text 
we have had, and should prove an invaluable aid to 
municipal officials, teachers and students of this subject. 

Wiuiam Wiper 

New York University 


Introduction to Principles of Accounting. Revised Edi- 
tion. H. A. Finney. (New York: Prentice-Hall, Inc., 
1936. Pp. xv, 629. School $4.00; Business $5.00.) 


Texts on the elementary phases of accounting, de- 
spite their profusion, always hold an interest to the 
teacher of the subject. This interest is increased when 
it is known that the elementary text comes from the pen 
of a well-known writer. This is the case with the book 
under review. Widely accepted as released in its first 
form (seven printings having been sold of the first edi- 
tion in four years) it now appears in its revised form. 

The approach to the elementary subject matter as 
developed by Professor Finney is a departure from the 
ordinary. The author believes in an immediate intro- 
duction of corporation accounting and, to quote from 
the preface, argues “While the approach through the 
individual proprietorship is traditional, there seem to 
be several reasons for beginning with the corporation. 

“In the first place, students should obtain at the very 
beginning of the course, a clear concept of net worth, or 
capital. When the course begins with the individual 
proprietorship, a needless source of confusion is intro- 
duced, as students find it difficult to distinguish be- 
tween the capital of the business and the aggregate net 
worth of the proprietor. 

“In the second place, it is believed that the changes 
in net worth resulting from profits, expenses, and dis- 
tributions can be explained to a beginner more easily 
and clearly by showing their effect upon the surplus of 
a corporation than by showing their effect upon the 
capital and drawing accounts of a proprietor. 

“Tn the third place, the accounting principles appli- 
cable to extraneous profits and adjustments of prior 
year’s earnings involve a distinction between profit and 
loss and surplus. . 
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The arguments as given have merit and the corpora- 
tion approach seems to be finding acceptance. 

This text covers completely all of the material 
usually included in an elementary text. In addition, it 
contains material normally associated with the second- 
year’s work such as the chapters dealing with the 
valuation of cash, receivables, inventories, and fixed 
assets and those dealing with bonds, sinking funds, and 
sinking fund reserves, consignments, and the factory 
and private ledgers. This overlap of material may be 
justified, however, as being included for use in the great 
number of schools where only the first course in ac- 
counting is given and where it is desired to make that 
course cover a greater range of subject matter. 

The text is amply illustrated and clearly written and 
contains adequate question, problem, and practice set 
material. In development, it is characterized by the 
same thoroughness that has prevailed in the author’s 
earlier works. 

A note of minor criticism, at this point, should not 
detract from the favorableness of the present review. 
However, to this reviewer it seems strange to find, in a 
text on accounting published at so recent a date, that 
prepaid expenses are still classified as deferred charges. 

This text is well worthy of the attention of students 
and teachers of accounting. 

Jacos B. Taytor 

Ohio State University 


Mathematics of Finance. Thomas M. Simpson, Zareh 
M. Pirenian, Bolling H. Crenshaw. (New York: 
Prentice-Hall, Inc., 1936. Pp. xiii, 469. $3.75.) 


The present work like others published within the 
last twelve-month period covers what by now seems 
more or less familiar ground. In Part I is to be found 
the usual review of algebra, to make up for the deficient 
training in mathematics given to the present generation 
of college students during their secondary school days. 
Every teacher of college algebra has had this same sense 
of futility and wasted effort because of the lack of 
understanding on the part of the student of subject 
matter supposedly covered in our high schools, but 
which must be gone over once more at college. How- 
ever, the authors have done a good job and the intro- 
ductory part is not unduly expanded. 

Among the chapters in Part I, those particularly wel- 
come are the chapters on Percentages, Simple Interest 
and Discount. A chapter has been added on Statistics, 
showing the various types of averages, curves, measures 
of dispersion, and even simple correlation. Index num- 
bers seem to have been omitted and also analysis of 
time series; but even so, to compress the subject into a 
single chapter of about 20 pages required considerable 
courage, and the authors are in no way to be blamed 
for its possible shortcomings. It is hoped that in some 
future revision this topic may be expanded further, and 
the basis laid for a true development of the mathematics 
of statistics. 

Part II deals with compound interest, annuities, and 
life insurance. Chapter XI introducing compound in- 
terest and discount, is particularly well developed. 


Chapters XII and XIII deal with annuities, but not 
until Chapter XVII is the general case developed, and 
then in somewhat too brief a compass. 

The tables accompanying the text are good. Begin- 
ning with a six point log table, through the eight place 
compound interest and annuity tables, the student is 
made to feel that he is using a tool of great accuracy, 
and that confidence may be placed in the answers ob- 
tained to given problems. 

Pedagogically, the book is sound. Many new prob- 
lems have been introduced and these are always wel- 
come. The necessity of checking answers is emphasized. 
The language is adapted to the training expected of the 
students taking the course. Technical terms are avoided 
as far as possible. As new terms arise, they are defined 
clearly. At the end of each chapter, a miscellaneous 
exercise is inserted dealing with the principles and 
methods in the chapter. At the middle and at the end 
of the book, a general review exercise is placed. To- 
gether these exercises contain 295 problems covering all 
the material in the text. 

TueEopore Lane 

New York University 


The Monetary Problem: Gold and Silver. Ralph Robey, 
Editor. (New York: Columbia University Press. 
Pp. xxviii, 369. $3.50.) 


The editor of this volume, Dr. Robey, makes a con- 
cise and clear statement of the circumstances leading 
to the appointment of the Commission. It is interesting 
to note that the personnel of the Commission included 
one avowed economist, several high government 
officials, one scientist, Sir John Lubbock, several bank- 
ers and bimetallists. Among those who gave testimony 
were Mr. R. H. Inglis Palgrave, Mr. J. Shield Nichol- 
son, and Sir Robert Giffin. Dr. Robey points out that 
the United States, in recent years, has pursued a mone- 
tary policy which will effect world economy for years to 
come. For these effects we should prepare ourselves and 
to that end “...no single discussion in the field of 
economics is more worthy of study than...” this 
Report. 

With this view of the editor one can readily agree, 
if for no other reason than that the Report makes obvi- 
ous the great progress that has been made in monetary 
thought since the Report was first published. Indeed, 
considering the undeveloped state of monetary eco- 
nomics at the time, the Report is rather a remarkable 
document. It should be added that the knowledge of 
bimetallism at that time compares favorably to what is 
known about the subject at present, but as much can- 
not be said of credit and its control. One of the causes 
leading to the appointment of the Commission was the 
collapse of the Latin Monetary Union and referring to 
that Union, the Commission observed that “.. . so 
long as it was in force . . . it kept the market price of 
silver approximately steady at the ratio fixed by 
law. ...” Part I reached the conclusion that the in- 
stability of the price of silver was due to a combination 
of causes. Beyond that point the Commission was un- 
able to agree, hence separate reports were submitted 
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with reference to “ . . . what extent the fall in the gold 
price of silver has taken the form of an appreciation of 
gold or a depreciation of silver...” and the remain- 
ing problems submitted to it. 

Part II contains the report of the six members (out 
of twelve)! who took the view that “... the greater 
part of the fall (in the gold value of silver) has resulted 
from causes touching the commodities, rather than from 
causes specially affecting gold;...” These same 
members also concluded that the fall was mainly due to 
circumstances independent of changes in the produc- 
tion of, or the demand for, the precious metals or the 
altered relation of silver to gold (p. 192). They also 
reported adversely to the adoption of bimetallism. 

Part III contains the report of the other six mem- 
bers. They ascribed the greater part of the fall in the 
gold value of silver to monetary causes (p. 220). It isa 
more able and convincing document than the “ma- 
jority” report, from the context of which one can con- 
clude that its signers preferred the increased com- 
mercial independence that Great Britain would realize 
from a gold standard, since a gold standard would also 
be a sterling standard. 

Not the least valuable part of the volume is the ex- 
cellent note by Sir Louis Mallet, in which he contends 
that “... there has been an appreciation of gold and 
a depreciation of silver in unascertainable proportions” 
(p. 259) and the remedy for conditions is to be found in 
a return to bimetallism. The note of Mr. Barbour also 
adds much to the value of the report. While the ma- 
jority report (Part I) is a skillful summary of the evi- 
dence, the remaining reports are more effectively pre- 
sented. The center of conflict among them is to be found 
in the weight to be given to the falling costs of pro- 
duction of goods and the increased volume of produc- 
tion, on the one hand, and the appreciation of gold on 
the other. The “majority” appear to give much weight 
to the former while the minority stress the latter. 
Kemmerer analyzes the same problem and concludes 
that for the period, 1873-1893, “ . . . the decline in the 
gold price of silver was chiefly an expression of an 
appreciation of gold, not of a depreciation of silver.’ 

Dr. Robey has performed a valuable service in mak- 
ing these reports available in such an attractive form, 
particularly at a time when bimetallic sentiment ap- 
pears to be renascent. Fortunately, all of the issues in- 
volved were fought out years ago and facts are clearly 
set forth in this volume. 

E. A. 

University of Virginia 


Money and Banking. George W. Dowrie. (New York: 
John Wiley & Sons, 1936. Pp. viii, 512. $3.25.) 


Dr. Dowrie intends this volume to be “... an in- 
troduction to the study of money and banking,” and 
he has realized his intention, for it is exactly that, es- 
pecially the first 112 pages that are devoted to money. 

1 All parentheses are mine. 


2 Money, p. 364. See Accountine Review for June 
1936, pp. 201-2. 


The treatment accorded this subject has the merit of 
being up to date when the book was published, but 
shortly thereafter, France altered the government of the 
Bank of France and then with other countries in the 
“Gold Bloc” abandoned that metal as a standard, 
thereby subjecting this new text to the fate of most 
others on the subject. The treatment of money affords 
barely more than an excellent outline which should be 
filled out with assignments to other treatises and by 
lectures. Indeed, some such supplementing is essential, 
if the text is used in the larger institutions. As it stands, 
it will make a strong appeal to those instructors who 
find it impossible to specialize in the subject. All of this 
conforms to the intentions of the author. Thus, he says 
“|... we shall confine our approach to the equation of 
exchange with the hope that readers will be sufficiently 
interested to read the writings of Hawtrey, Robertson, 
Pigou, Keynes, and others who depart from the ap- 
proach employed here”’ (p. 69). However, such brevity 
seems quite unnecessary when it is realized that each 
chapter concludes with a summary so full that it is 
needlessly repetitious. 

Chapters VIII to XIX, inclusive, relate to com- 
mercial and central banking. The treatment includes 
the effects of legislation since 1933 in a more orderly 
and simple manner than is true of most texts, and here 
and there one finds a passage of unusual interest, such 
as that on page 118, to wit, “Our laws should provide 
that the capital stock and surplus should never be less 
than some fixed percentage of the bank deposit liabili- 
ties, say 15 to 20%.” If the percentages given are 
merely illustrative, they are acceptable, but even so 
it is doubtful whether such legislation should apply 
to all banks. It is easier to agree with the statement 
that “...we permit a bank to scramble its demand 
and savings deposits together.”” But one must regret 
the failure of Dr. Dowrie to seize his opportunity to 
bring out the defects of the correspondent bank system 
as developed in this country. In addition, is it possible 
to approve of the use of the term “profits” as applied 
to the proceeds of devaluation? It is unfortunate that 
the author, like most economists, includes net worth 
items under “Other Liabilities,” an awkward and obso- 
lete arrangement which only makes analysis of state- 
ments more difficult. 

Dr. Lowrie feels that the number of commercial 
banks should be limited to the amount of legitimate 
commercial banking that is available. The type of bank- 
ing that has evolved since the World War does not ap- 
peal to him. Indeed, the record of the years from 1920 
to 1933 shows both state and national banks to be de- 
ficient with respect to (a) low minimum capital require- 
ments, (b) freedom to establish branches, and (c) lack 
of authority to compel erring bankers to correct bad 
situations before it is too late. Dr. Dowrie is progres- 
sive in his views and fully conversant with the lessons 
of these years. He would have the minimum capital of 
banks fixed at $100,000. As for branch banking, it will 
spread because of the profits to be gained thereby 
(p. 205). Departmentalized banking could be improved 
by preventing one department from exploiting another. 
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But what is really needed is sound banking tradition, 
the lack of which can never be made up by legislation 
and regulation (p. 214). 

The chapters on central banks contribute to the 
value of the text, particularly certain passages relating 
to the Federal reserve system. Of the latter, he remarks 
that “...the whole plan of membership is wrong,” 
since the stock of the reserve banks should be held by 
the public, and their services should be available to all 
banks (p. 279). Again, speaking of liberalized secured 
loans, it is said that “Only a strict interpretation by the 
Board beyond anything one has any reason to expect 
will preserve the assets of the Reserve system from 
marked deterioration,” even though the Board and the 
reserve banks have the power to “.. . maintain sound 
credit conditions” (p. $17). 

The chapters following these on central banks con- 
sider foreign exchange, international financial rela- 
tionships, and non-commercial banking. In connection 
with the latter Dr. Dowrie observes that “It will be 
interesting to see how efficient a collector a government 
enterprise (such as Home Owners’ Loan Corporation) 
dares to be where a million householders are concerned” 
(p. 287). As for the remaining Federal credit enter- 
prises, they have not yet justified their existence. To 
the reviewer this seems rather strong, since their pur- 
pose was the restoration of consumer purchasing power, 
and to that end they have contributed. The same may 
be said of low interest rates to farmers, even though they 
may eventually tend to overborrowing (p. 423). More 
acceptable are the vigorous criticisms of the systems of 
examining and reporting on banks. ““Too often because 
of influence which he had not the courage to withstand, 
or a tendency to temporize, he (the superintendent) has 
permitted the situation to get completely out of con- 
trol” (p. 443). Again, Dr. Dowrie remarks, “With few 
exceptions both the position of superintendent and that 
of examiner are still in politics.” 

The author feels that the Federal insurance of bank 
deposits is not a step in the right direction, but he does 
approve of Federal intervention to check the depression 
of 1930-35, since it “‘ . . . was too severe and the danger 
of complete economic upheaval too great to allow nature 
to bring about recovery unassisted,” even though 
(p. 476) “.. . monetary instruments to recovery have 
made little contribution to the progress that has been 
made out of the depression ....” But he submits no 
data in support of this statement. In the final chapter 
there are a number of striking remarks, including the 
statement that the “Abolition of state-chartered com- 
mercial banks would enable the federal govern- 
ment...” to bring about certain definite improve- 
ments, including the normal growth of branch banking. 
Here also he reverts for the third or fourth time to im- 
portance of a suitable ratio of capital and surplus to 
deposits. This time he favors a ratio of $1 to $6 and con- 
siders such a ratio superior to the requirement for sur- 
plus equal to capital paid in. In each instance he ap- 
pears to overlook the fact that the suitability of any 
ratio depends upon liquidity of assets. Here also he 
makes it clear that he favors both unit and branch 
banking (p. 502), and it would seem that he favors a 


central bank with twelve branches, in contrast to our 
present system. 

The tone of this text is liberal and progressive, and 
at the same time it is sound. Even so, the text would 
have been far stronger if the theoretical connection be- 
tween money and banking on the one hand and between 
commercial and non-commercial banking on the other 
had been brought out. A thread of connecting theory 
running through the entire volume would have added 
to its effectiveness as a treatise and as a text. Even so, 
the book will make a wide appeal because of the clear- 
ness of its style and the simple lines along which the 
subject is presented. It is a good text with which to lay 
the foundation for a course of reading and lectures 
which will fully develop the subject. 

E. A. Kincaip 

University of Virginia 
Operating Results of Department Store Chains and De- 

partment Store Ownership Groups, 1929, 1931-1934. 

Stanley F. Teele, (Boston: Harvard University Bu- 

reau of Business Research, 1936. Pp. iv, 52. $1.00.) 


For those not immediately interested in retailing, 
there may be some confusion between department store 
chains and department store ownership groups. The 
distinction is not absolute and probably can best be 
defined by example. The department chains are, in 
many respects, exalted variety chains and include such 
chains as the J.C. Penney Company and the retail stores 
of the large mail order houses. Most of the merchandise 
for these stores is purchased at the central office. Sales 
promotions, advertising, and display plans are also pro- 
vided by the same office. The primary function of the 
retail store is to sell merchandise. As a result, from 80% 
to 90% of the employees within the store will be active 
in selling merchandise at least part time. Three or four 
employees in the office will handle the clerical and 
cashier work of a store selling from $200,000 to $300,000 
annually. In the usual department store of the same 
size, the number of non-selling employees will be from 
two to four times as great. It is little wonder, then, 
that department store chains operate at relatively low 
cost. Total expenses from 1931 to 1934 including interest 
on investment range from a high of 27.58% in 1932 toa 
low of 23.65% in 1934. The largest single item of ex- 
pense during this period is salaries and wages which 
amounted to approximately 12% of sales during the 
period. 

The department store ownership groups, on the 
other hand, operate in many respects like an inde- 
pendent store. In fact, few of the customers of Lord and 
Taylor of New York, and a member of the Associated 
Dry Goods Group, or of the Jordan Marsh Company 
of the Allied Stores Corporation, think of them as semi- 
chain stores. These stores both in respect to operation 
and in respect to customer service are distinctly similar 
to independent stores. In contrast with the low operat- 
ing expense of department store chains, the ownership 
groups have a total expense, including interest, that 
ranges from 35.3% in 1930 to 40.4% in 1932. The 
largest single item of expense, salaries, and wages 
hovers around 18%. 
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There is also a considerable variation in gross mar- 
gin in the two types of institutions. The chains had a 
gross margin from year to year of 25% to 30%. The 
gross margin of the ownership groups, on the other 
hand, ranges from 34.5% to 37%. The net results are 
that while the chains were highly profitable throughout 
most of the period, the ownership groups were no more 
successful than independent department stores and 
with interest charged on invested capital showed a net 
loss throughout the entire period. 

By far the most pertinent section of the Bulletin is 
entitled “Operating Expense of Department Store 
Chains and Department Store Ownership Groups Com- 
pared.” In this section expenses of the chains and 
ownership groups are compared item by item and a 
searching analysis is made in seeking the causes of the 
wide differences shown in the expense figures. 

The author is very cautious in reaching any con- 
clusions. After a brilliant analysis into the causes of 
differences between chains and ownership groups he 
summarizes as follows: 

This comparison between the expenses of - 
ment store chains and ownership groups has not 
made with the thought that it points conclusively to- 
ward a course of action for the managements of the lat- 
ter firms. But the wide disparity between the total 
operating expense of the chains and the ownership 
groups cannot but raise the query as to whether the 
recognized differences in the character of the business 
done and in the conditions of operation require the 
perpetuation of so great a difference in operating costs. 
Particularly in the area of personnel costs there seem to 
be at least some indications that the spread might be 
reduced by the ownership groups. Continued experi- 
mentation in the direction of greater centralization of 
buying and control may reveal the means by which this 
reduction may be accomplished. 

To the reviewer this bulletin substantiates the con- 
clusion of the Harvard Research Group that more 
profitable operation in the department store field will 
largely come about through a decrease in expense. The 
department store chains and other groups of retailers 
with relatively low operating costs and low gross mar- 
gins limit the gross margin of the ownership groups 
and independent department stores. More profitable 
operation by the latter stores can only be secured 
through keeping total expense below a gross margin 
which is indirectly determined by competing stores 
with low costs of operation. 

Epear H. 

University of Michigan 

School of Business Administration 


Alexander Federal Tax Course and Guide—1937. (New 
York: The Alexander Publishing Company, Inc., 
1936, $7.50.) 

The text material of the Alexander Federal Tax 

Course consists of twenty-three chapters, which may 

be summarized as follows: 


1 Historical 
2 Rates, Credits and Computation of In- 
dividual Income Taxes 
3 Excluded Income 
4-5-6-7 Gross Income 
8-9 Deductions 
10 Corporations 
11 Partnerships and Trusts 
12 Inventories 
18 Tax Credits and the Tax Incidence in 
Special Cases 
14-15 Legal Procedure 
16-17 Outline of Changes Made in 1935 and 1936 
Acts and Rulings Relative thereto 
18-19 Tax Accounting Methods 
20 Tax Saving Methods 
21-22-23 Capital Stock, Excess Profits Tax, Manu- 
facturers’ Excise Taxes, and Taxes Im- 
posed under the Social Security Act 


Each chapter is followed by a series of questions on 
the material covered in the chapter and by research 
references to sections of the law, articles of regulations, 
court decisions and rulings. 

In the second section of the course model returns for 
individuals, corporations, partnerships and fiduciaries 
are to be inserted when released by the Department. 

The third section includes two hundred practical 
problems, which are correlated with the chapters and 
paragraphs of the text. 

The next section consists of the text of the income, 
estate, gift, and stamp taxes which are now in effect. 

In the last section of the course the following are 
printed in full: Regulations 86 relating to the 1934 Act; 
T.D. 4674 relating to surtax on undistributed profits 
of corporations, credits to corporations and distribu- 
tions by corporations; T.D. 4677 relating to non-re- 
cognition of gain or loss upon receipt by corporation of 
property, and basis of property distributed in complete 
liquidation of another corporation; T.D. 4678 relating 
to the taxation of mutual investment companies under 
the revenue act of 1936; Regulations 95 relating to the 
tax on unjust enrichment. 

The three hundred and thirty-nine pages of text 
material contained in the twenty-three chapters of this 
course are a masterly condensation of present federal 
taxes, regulations, rulings and decisions. The material 
is presented in a logical manner and its study is aided 
by the questions, problems and research references for 
each chapter. The book should be valuable not only asa 
text for a course in the principles of federal taxation 
but also as a reference for the solution of tax questions. 


James V. ToNER 


Boston University 
College of Business Administration 
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UNIVERSITY NOTES 


UNIVERSITY OF CALIFORNIA AT Los ANGELES 


A College of Business Administration has been 
established at the University of California at 
Los Angeles and this year is offering for the first 
time to students interested in business a four 
year curriculum leading to the degree Bachelor 
of Science. Professor Howard S. Noble has been 
appointed Dean of the College. Five fields of 
study are being offered: Accounting, Banking 
and Finance, Management and Industry, Mar- 
keting, and General Business. 

The staff of the College will include the follow- 
ing new members: Ralph Cassady, assistant pro- 
fessor of marketing, who comes from the Univer- 
sity of Minnesota; Arnold C. Eger, lecturer in 
business law; Perry Mason, lecturer in Account- 
ing, who comes from Antioch College; William 
F. Brown, instructor in marketing; John C. Glen- 
denin, instructor in banking and finance, who 
comes from Washington State College; Harry 
Simons, associate in accounting; John H. Cory, 
Elston K. Herrald, Conrad C. Jamison, and 
Ronald C. Roeschlaub, assistants. 


University oF CoLORADO 


Assistant Professor Kendrick will be on leave 
of absence during the winter quarter of this year 
to do research work in the field of budgets and 
accounting control at Stanford University. 

Ronald Rucker, from the University of Illinois, 
and Russell Knapp from the University of Chi- 
cago, are additions to the staff as instructors in 
accounting. 


UNIVERSITY OF DENVER 


Mr. Harlan Holben, a graduate of Denver Uni- 
versity in 1934 and a Colorado C.P.A., 1936, has 
been engaged as instructor in accounting. 

A course in Budgetary Control will be offered 
during the winter quarter, by Ralph B. Mayo, 
C.P.A. 

At a recent meeting of the Colorado Society of 
Certified Public Accountants a resolution ad- 
dressed to the State Board of Accountancy was 
unanimously adopted by the Society recommend- 
ing that the board accept a degree from the School 
of Commerce of a recognized university as the 
equivalent of one year’s experience in qualifying 
applicants to take the examination. This would 
mean a requirement of two years of practical 
experience plus the college degree. 

George A. Warfield, Dean of the School of 
Commerce of the University of Denver for the 


past 23 years, has resigned and will be succeeded 
by Clem W. Collins, assistant dean. Although 
relieved of the active direction of the School, Dr. 
Warfield will continue as a member of the execu- 
tive committee and professor of Economics. 
Clem Collins, the new dean, is a certified public 
accountant and former manager of revenue of the 
city of Denver. He has been associated with the 
School of Commerce Faculty for the past ten 
years, and has been assistant dean for three years, 


UNnIvERsITY OF ILLINOIS 


Enrollment in accounting courses this fall is 
2338. The Accountancy Club is again the largest 
and most active student organization on the 
campus, with a membership of over 400 and an 
average attendance at its biweekly meetings of 
about 250. 

The members of the accounting staff are en- 
gaged in a study of the graduate offerings of the 
department with a view to enlarging the scope of 
the work offered to accommodate the students 
attracted by the announcement of the offering of 
a Ph.D. in Accountancy. 


UnIversity or Iowa 


Professor H. H. Wade is on leave for the current 
year and will be on the staff of the New York 
office of Price, Waterhouse, and Company. 

J. R. McCoy of Ohio State University has 
joined the staff as instructor in accounting. 

Professor S. G. Winter was recently named one 
of the trustees of the Iowa Society of Certified 
Public Accountants and was also elected treasurer 
of the Association of Iowa Accountants. 


Lovutstana State UNIVERSITY 


Mr. Kenneth A. Dick, who has served as in- 
structor in accounting since September has re- 
signed to return to the University of Idaho. Mr. 
J. Royce Miles has been appointed instructor in 
accounting. The following are graduate assist- 
ants: R. L. Anderson, M. U. Broussard, R. M. 
Harris, H. E. Hawthorne, A. E. Hemming, W. D. 
Richins, J. R. Roane, Clarence Scheps. 

New courses have been added in Secretarial 
Accounting and in the use of calculating and 
bookkeeping machines. 

A series of lectures on accounting topics of cur- 
rent interest are being delivered during the year 
by members of the Louisiana Society of Certified 
Public Accountants. 
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University oF MontTAaNA 


Professor H. K. Snell is taking a year’s leave 
of absence at the University of Southern Cali- 
fornia. He will do research work in the field of 
transportation in the Los Angeles area. His place 
will be filled by Dr. Jordan, formerly with North- 
western University. Miss Alice Berland is a new 
assistant in the fields of accounting and stenog- 
raphy. 

Because of weaknesses in the fundamentals of 
mathematics, first year accounting students are 
being given a drill course in business arithmetic. 
The course is at present an elective. 


UNIVERSITY OF OREGON 


Dean H. V. Hoyt left the School of Business 
Administration July 1, and his place has been 
taken by Mr. Victor P. Morris. 

New graduate assistants in the department 
are J. C. Goplerud and Howard E. Green. 

The local chapter of Alpha Kappa Psi is mak- 
ing a retail survey of Eugene, Oregon. 


StanForD UNIVERSITY 
Dean J. Hugh Jackson has been elected first 


vice-president of the N.A.C.A. for the year 
1936-37. 

Beginning with the summer quarter of 1937 
the Graduate School of Business Administration 
will go on a regular four quarter basis so that 
students entering the School may complete their 
program of work in six consecutive quarters of 
residence. 


UNIVERSITY OF TEXAS 


William A. Nielander, formerly of the Agri- 
cultural Adjustment Administration has been 
appointed associate professor of marketing. J. C. 
Gulley and J. E. Hodges have been appointed 
instructors in business administration. 

Wayne UNIVERSITY 


Two men have been added to the staff as 
assistant professors of accounting: Edward G. 
Eriksen, who comes from the University of 
Minnesota, and B. F. McFaden, who was for- 
merly with the Wilson Packing Company of 
Chicago. 

There has been an increase of approximately 
thirty-three per cent in the enrollment in account- 
ing courses this year. 
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AMERICAN ACCOUNTING ASSOCIATION 


21st Annual Meeting 
Stevens Hotel, Chicago, Illinois 
December 28-29, 1936 


First Session. 10:00 a.m., Monday, December 28 


Cuarrman: E. L. Kohler, President 

Toric: Whither Accounting? 

aes “The Role of Accounting in the Future of Business,” William Z. Ripley, Harvard 
niversity 


Second Session. 12:30 p.m., Monday, December 28 
Members’ Luncheon 


Third Session. 2:00 p.m., Monday, December 28 


Cuareman: Ralph C. Jones, Yale University 
Toric: Roundtables on Accounting Instruction 
Methods ——— of the First Course in Accounting, Ralph C. Jones, Yale Univer- 
sity, Leader 
Internal Control in Business in the Accounting Curriculum, J. Brooks Heckert, Ohio State 
University, Leader 
Trends and Practices in Cost-Accounting Instruction, Wyman P. Fiske, Massachusetts 
Institute of Technology, Leader 
ee for the Accounting Instructor, H. W. Bordner, Arthur Andersen & Co., 
er 


Fourth Session. 6:30 p.m., Monday, December 28 


Dinner and business meeting 
Reports of officers and committees 
Election of officers 


Fifth Session. 9:30 a.m., Tuesday, December 29 


(Joint meeting with American Economic Association) 
CuarrMan: Stanley E. Howard, Princeton University 
Toric: Concepts of Capital and Income 


Papers: 
“‘Reformulation of the Concepts of Capital and Income,” Frank A. Fetter, Princeton Uni- 
versity 
—— of Capital and Income Underlying Accounting,” A.C. Littleton, University of 
Inois 


“The Concepts of Capital and Income as Related to the Regulation of Public Utilities,” 
Dr. John Bauer, American Public Utilities Bureau 


Sizth Session. 12:30 p.m., Tuesday, December 29 


Luncheon for members of the American Accounting Association given by the Illinois Society 
of Certified Public Accountants 


Seventh Session. 2:00 p.m., Tuesday, December 29 


Cuarrman: Howard C. Greer, University of Chicago 
Toric: Accounting Principles 
Papers: 

““A Critique of the Tentative Statement of Principles published by the Executive Commit- 
tee of the American Accounting Association in 1936,’’ C. Rufus Rorem, Rosenwald 
Foundation 

Baia sh for Accounting Principles,’ Carman G. Blough, Securities and Exchange Com- 


“The Sues of the Investor in Accounting Principles,” Paul L. Morrison, Sheridan, 
Farwell & Morrison, Inc. 
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ARTICLES 
Subject Author 
Accounting Exchange, The 

Annuities Illustrated by J. Donatp Watson 

Innovations in Teaching Elementary Accounting............... B. 
Accounting for “Income” of Municipalities...................... Ira N. FrisBEE 

Accounting in a Liberal Arts Sran.tey E. Howarp 

Adequate Records as an Element in Business Survival............ Emma CorstvEtT 
Balance-Sheet Form and Classification in Corporate Reports... .... E. I. Fye.p 
Budgeting in Relation to Standard Costs....................005: J. G. Blocker 
Classification and Terminology of Individual Balance-Sheet Items. . .E. I. Frzip 

Cost Accounting and Classification of Municipal Expenditures. . . . . Artuur N. Lorie 
C.P.A. Commercial Law Examinations.....................-005: Joun C. TEEVAN 
Current Problems of Federal Davin A. BuckLEy 

Depreciation under the Income Tax.......... Epwarp J. KirKHAM 
Education for Professional Accountancy. Roy B. Kestrr 

Fair Value and Yield of Common Stock, The.................... Gasrist A. D. PREINREICH 
Financial Statements of National Wealth and National Income... .W1it1am T. CRaNDELL 
Influence of the Securities and Exchange Commission upon Ac- 

Memorandum from Joseph Wharton, A...................-00008 
Priority of Taxes under the Bankruptcy Act..................... Harry L. Kunze 
Professional College, The................ A. C. LirrLeton 
Should a Federal Tax Bar be J. S. SerpMan 
Some Problems in Government Accounting...................... Paut M. GREEN 
Statement of Objectives of the American Accounting Association, A. . 

Stock Exchange Listing Requirements, and Publicity............. Frank P. Smitu 
Supreme Court on Public-Utility Depreciation, The.............. Perry Mason 
Surplus Accounts of Iron and Steel Corporations. ................ Ricuarp N. OwEns 
Taxability of Stock Dividends under Federal and State Laws. ..... Harry D. Kerrigan 
Tentative Statement of Accounting Principles Affecting Corporate 

Uniform Hospital Accounting. C. Rurus Rorem 
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Subject 


Valuation of the Business Enterprise............ 
What They Say About Depreciation............ 


Author Page 
S. J. Broap 32 
Henry R. Hatrretp 18 


CONTRIBUTORS OF ARTICLES 


ANDREW Bankr is assistant professor of accounting at 
Yale University. 

J. G. Biockenr, assistant professor of accounting at the 
University of Kansas, is chairman of the accounting 
department of that University. He recently served 
as cost accountant and auditor for the Kansas Emer- 
gency Relief Administration. 

S. J. Broan is a partner in the accounting firm of Peat, 
Marwick, Mitchell & Company, New York, and 
chairman of the special committee of the American 
Institute of Accountants on the revision of the 
pamphlet, “Verification of Financial Statements.” 

Monroe S. Carrouu, professor of accounting and 
finance at Baylor University, Waco, Texas, has de- 
veloped the subject, Accounting and Budgetary Con- 
trol, at the University of Chicago for his doctor's 
dissertation. 

Wriu1am Morse Co tz is emeritus professor of account- 
ing at Harvard Graduate School of Business Admin- 
istration and the author of an accounting text which 
has been used many years in college courses. 

Emma Corstvet (Mrs. K. N. Llewellyn), research 
assistant in community studies in the Yale Institute 
of Human Relations, continues in this issue with her 
findings relating to the existence of adequate ac- 
counting records in business enterprise. 

T. Cranpewt, Ph.D. (University of Mich- 
igan), contributes a second article abstracted from 
his dissertation on National Income. 

Merritt B. Dritey is chairman of the department of 
accounting, Drake University, Des Moines, Iowa. 
James L. Dour, former president of A.A.U.LA., is a 
member of the New York Bar, is associated with 
Greene & Hurd, attorneys, and is associate professor 

of accounting at Columbia University. 

E. I. Fyexp is assistant professor of accountancy at 
the College of the City of New York and in prac- 
tice in New York as a certified public accountant. 
He is a doctor of philosophy from Columbia Uni- 
versity. 

Tra N. FrisBee is associate professor of accounting in 
the College of Business Administration at the Uni- 
versity of California at Los Angeles, and is co-author 
with John R. Riggleman of Business Statistics. 

Paut M. Green, a member of the accounting faculty 
of the University of Illinois, has been on leave from 
that University since January 1, 1934 as head re- 
search accountant for the Federal Housing Admin- 
istration. 

Henry R. Hatrtexp is professor of accounting at the 
University of California. His name is known to all 
accountants. 

Sran.tey E. Howarp is chairman of the Department 
of Economics and Social Institutions of Princeton 
University. 

Artuur C. Ke..ey is associate professor of accounting 
at the San Jose State Teachers College, San Jose, 
California. 

Harry D. Kerrican is a lecturer in accounting at 


Northwestern University School of Commerce. 

Roy B. Kester is professor of accounting at Columbia 
University. He has recently organized the “college 
of accountancy” within the School of Business—a 
three-year course of training for the practice of ac- 
countancy, following two years of liberal-arts work. 

Epwarp J. Krrx#am is an instructor in accounting at 
the University of Ilinois. 

Harry L. Kunze is in charge of the evening courses in 
accounting given at the Milwaukee Center by the 
Extension Division of the University of Wisconsin. 

A. C. Lrrrueton is professor of accounting at the Uni- 
versity of Illinois, and head of its Bureau of Business 
Research. 

Artuour N. Lorig is assistant professor of accounting 
at the University of Washington, a doctor of phi- 
losophy from the University of Chicago, and a C.P.A. 
from California. 

Perry Mason is professor of accounting at Antioch 
College, on leave of absence this year at the Univer- 
sity of California at Los Angeles. 

Warren W. Nisstey is a member of the firm of Arthur 
Young & Company and a member of the Board of 
Examiners of the American Institute of Accountants 
and of the Educational Committee of the Institute. 

Ricuarp N. Owens, professor of accounting and busi- 
ness administration, George Washington University, 
was formerly financial adviser on the steel industry 
in the Division of Review of N.R.A. He is joint 
author of Accounting—Elementary Theory and Prac- 
tice. 

W. A. Paton is professor of accounting at the Univer- 
sity of Michigan and a member of the accounting 
firm of F. E. Ross & Company. He is editor of the 
most recent edition of the Accountants’ Handbook 
and is director of research of the American Ac- 
counting Association. 

Gasrigt A. D. Pretretcs is the author of The Nature 
of Dividends, his doctoral dissertation at Columbia 
University; he is also a practicing certified public 
accountant in New York. 

C. Rurus Rorem is associate director for medical 
services, Julius Rosenwald Fund, Chicago. He is the 
author of several books on the economic aspects of 
medical services and is chairman of the committee of 
the American Hospital Association which recently 
prepared a uniform system of hospital accounting 
and statistics. 

T. H. Sanpers, professor of accounting at the Harvard 
Graduate School of Business Administration, has 
devoted much of his time during the last two years 
as a special adviser to the Securities and Exchange 
Commission. 

J. S. SerpMan is a member of the firm of Seidman & 
Seidman, certified public accountants. He is chair- 
man of the National Tax Committee of the Young 
Men’s Council and associate director of the New York 
Chapter of the National Association of Cost Ac- 
countants. 
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D. M. SHonting, assistant professor of accounting at 
Ohio State University, also holds the position of 
treasurer of Capital University, Columbus, Ohio. 
He was formerly chief of Division of Accounts and 
Control in the Department of Finance of the State 
of Ohio. 

Frank P. Siru is an instructor in economics at the 
University of Rochester. 

Water Straus is a member of the firm of Lybrand, 
Ross Bros. & Montgomery, New York. 


Joun C. Trxvan is professor of commercial law at 
Northwestern University, Chicago. He is the author 
of two books of answers to C.P.A. law questions. 

J. DonaLp Warson is assistant professor of finance in 
the College of Commerce, University of Notre Dame. 
He is the author of Mathematics and Business. 

Artur H. Winakor is assistant director of the Bu- 
reau of Business Research at the University of 
Illinois. 
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Accounting—Elementary Theory and 
Practice 
Accounting Fundamentals 


Accounting Principles for Engineers 


Accounting Procedure for Standard Costs 
Accounting Systems—Designs and Instal- 


Title Author Reviewer Page 
Accountants’ Index American Institute of Ac- 
countants T. H. SANDERS 393 
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Richard Norman Owens Hackert 
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and Banking Policy, 1881-1913 

Business Mathematics 

Capital Surplus and Corporate Net 
Worth 

Cases on Business Law 


Cases on Business Law with Notes and | Leslie J. Ayer and Paul R. 


Problems 
Cemetery Accounts 


Changes in the Financial Structure _ 


Unsuccessful Industrial Corporations 
Corporation Law for Officers and Direc- 
tors 
Cost Accounting 
C. P. A. Law Questions and Answers 
Decline of Competition, The 
Deficits and Depressions 
Depression and Reconstruction 
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Economic Thought and Its Institutional 
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Economics of Alfred Marshall, The 
Economics of Money, Credit and Bank- 
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gome-ku, Tokyo, Japan 
Talbot, Cyril, One North. La Salle St., Chicago, 
Ill. 


Tappe, L. A., Ann Arbor Trust Co., Ann Arbor, 
Mich. 

Taylor, Jacob Bacchus, 309 Commerce Bldg., Ohio 
State University, Columbus, Ohio 

Taylor, R. Emmett, College of Commerce, Uni- 
versity of Cincinnati, Cincinnati, Ohio 

Thacker, O., 1819 G St. N.W., Washington, D.C. 

Theiss, Edwin L., 116 Commerce Bldg., University 
of Illinois, Urbana, III. 

Thomas, Olin E., Wayne University, Detroit, 


Mich. 
Thompson, Lt. Colonel Robert, Randolph School 
- Commerce, McGill University, Montreal, 


P.Q., Can 
Thompson, William R., 709 Torrey Bldg., Duluth, 


Minn. 
Thorburn, Edwin F., 2256 Monroe Ave., Norwood, 
Cincinnati, Ohio 
Tinen, J. V., 1534 Greenleaf Ave., Chicago, IIl. 
Toth, Louis, 551 Fifth Ave., New York, N.Y. 
Trainor, F. E., 6137 Kenwood Ave., Chicago, III. 
a M., 440 Fourth Ave., New York, 


Tripp, Wilbur D., 171 Madison Ave., New York, 


N.Y. 
Tucker, Herbert E., 1 Federal St., Boston, Mass. 
Tupy, Leslie T., 1101 Ohio St., Lawrence, Kan. 


Ueno, Michisuke, 1090 Nakano, Tokio, Japan 
= Reynol V., 262 N. Franklin St., Washing- 


Pa. 
Ullneh, William A., 516 Mutual Home Bldg., Day- 
ton, Ohio 
Upham, C. R., Box 267. East Lansing, Mich. 
Upton, Elmer C., 175 N. State St., Chicago, Ill. 


Vale, George a 701 National Standard Bldg., 
Houston, 

Van Arsdell, Paul M., 211 E. Daniel St., Cham- 
paign, Ill. 

Van J. C., Tulane University, New Orleans, 


Van ‘Sickle, C. L., Room #1, State Hall, Univer- 
sity of Pittsburgh, Pittsburgh, Pa. 

Vatter, William Joseph, 6032 S. Ellis Ave., Chi- 
cago, Ill. 

Vaughn, Arthur S., c/o Haskins & Sells, 15 Broad 
St., New York, NY 


Wade, Thomas L., Jr., 507% Adams St., Macon, 


Ga. 
Wagner, Fred A., 570 La Salle Ave., Buffalo, N.Y. 
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Walden, Robert E., 204 University Hall, Iowa 
City, Iowa 
Walker, C. E., Queen’s University, Kingston, Ont., 


Can. 

Walker, George Thomas, Northeast Center of 
LS.U., Monroe, La. 

baer John Henry, 1625 Lincoln St., Berkeley, 

alif. 

Walker, Ross Graham, 225 Morgan Hall, Soldiers’ 
Field, Boston, Mass. 

Wallace, William C., 29 Howard Parkway, New 
Rochelle, N.Y. 

Walmsley, Edwin C., 10433 Morley Ave., Detroit, 
Mich. 

Walsh, J. R., 1531 Campbell Ave., Detroit, Mich. 

Walsh, — B., 120 Madison Ave., Detroit, 
Mich 

Warfield, J. M., 1319 S. Michigan, Chicago, II]. 

= Philip’ J., 15 East 26th St., New York, 
N 


Washburn, Earle L., 100 Washington Sq., New 
York University, New York, N.Y. 

Wasserman, Max J., Director of Finance and Con- 
trol, Resettlement Adm., 916 G St. N.W 
Washington, D.C. 

Waymouth, William A., P.O. Box 54, San Juan, 
Puerto Rico 

— William J., 96 Schermerhorn St., Brooklyn, 

Weber, Otto F., Shoreland Bldg., Miami, Fla. 

bate Norman E., 50 Broadway, New York, 


Wedeberg, S. M.. Box GG, University of Mary- 
land, College Park, Md. 

Weifenbach, Herbert E., 312 E. Capital St., Jef- 
ferson City, Mo. 

Wellington, C. Oliver, Rm. 1801 10 E. 40th St., 
New York, N.Y. 

Wells, J. Roy, Teachers College, Huntsville, Tex. 

Werntz, William Welling, 2901 Connecticut Ave. 
N.W., Apt. 209, Washington. D.C. 

Wertman, Bert F., 207 Ellicott Square Bldg., Buf- 
falo, N.Y. 

West, Dennis, Junior College, Kansas City, Mo. 

— J. R., 825 J.MS. Bldg., South Bend, 


Wheeler, Charles T., 404 Peoples Bank Bldg., 
Muskegon, Mich. 

White, John Arch, 604 West 29th St., Austin, Tex. 

Wider, William, 102 Mayfair Ave., Floral Park, 

Long Island, 

Wildman, John R., 15 Broad St., New York, N-Y. 

Wiles, Lawson A., 1354 Broadway, Detroit, Mich. 

a Henry B., 174-21st Ave., San Francisco, 

alif. 

Willcox, R. S., Commerce Bldg., Ohio State Uni- 
versity, Columbus, Ohio 

Williams, Hugh H., Dept. of Economics, Penn- 
sylvania State College, State College, Pa. 

— F. K., 7425 Jeffrey Ave., Chicago, 

Willson, Harvey D., 1845 Grant St., Denver, Colo. 

a Ralph G., Sheldon Ter., Grand Haven, 


icn. 
Wilt, Alfred C., 347 Upland Way, Drexel Hill, 
P 


‘a. 

Winter, Sidney G., College of Commerce, Uni- 
versity of Iowa, Iowa City, Iowa 

Wixon, Rufus, Jr., Box 212, University Station, 
Grand Forks, N.D. 


Woor 
Ui 
fo 
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Wolfe, Richard H., 17602 Muirland Ave., Detroit, 
ich. 
Wood, Roy A., 2621 Avenue N, Brooklyn, N.Y. 
Woodbridge, F. W., College of Bus. Adm., 3551 
University Ave., University of Southern Cali- 
fornia, Los Angeles, Calif. 
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aes Thomas L., 4 Riverside Dr., Crawford, 
Wright, Edward Needles, Rose Valley Rd., Moy- 


lan, Pa. 
Wright, H. G., 222 W. Adams St., Chicago, III. 
Wright, W. H., San Diego State College, San 
Diego, Calif. 
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